5. Case 53-^ - Section X7> lS-20U2(aa) ^ Tralnlre ani Educational 

Costs ^ A report from t> Editing Subcoirnnitte*^^ dated 1 
15 ^ st 1S>56, presentiig an edited verw n of the subject material was I 
lippioved by the Committee with the followirg minor motiLficat-.oT?-* * J 

* lS-20U>2(aa) (2) (v) was revised to delete (a3 and (B). 

ihe semicolon appearing after (A) was chai^ged to a comma' 
and the word "and" was added at the end of the paragraph* 
With these modifications the paragraph was redesignated ' 
as (iv) and the existing paragraph (iv) as paragraph (v). 
deletdLng the word "and" at the eixi thereof » 

The members were advised that immediately following ASER approval coordina- 
tion of the paragraph would be undertaken by the Staff by memorandum with 
the ASD (MScP). 

The subject of industry coordination was discussed, T-ath the" Committee 
recomend.ins that industry be afforded an opportunity to comment, inasmuch 
as t>?.c paT-;,raph covering Training and Educational Costs was marked ' 

I^s-rj-^ in the draft of Section XV idiich was forwarded to induscry, i 
^otir..^!i.3+.anding this recommendation, the Committee concurred that formal / 
soldo" cation of industry comments on this paragraph was a matter for / 
decision by the Staff. AUG 2 9 1956 ^ 
I- * . 

U Case 53-lili - Revision nf Part 2, Section XV> The CSD meniber reported that 
tae ilateriel Secretaries have recommended the allowance of coste f or help-w^ted 
advertising and adxrertisixs in technical publications and that ttiis, plus w ^ 
rSISSlroblems, is beiig resolved by higher echelons. A further report \ 
idll be made by 6 tlar 57 • ^ » 



3^0 Case p-hh - Revision of S ection 3nr. Part 2. It v/as noted that thii 
OTpClen is being consiaerea at higher echelons and that a further report viill 
b^madeon5 Jun57* \ 

Case |3-jjli - Revision of Section XV. ?art 2. The members concurred in t^ 
requester the Staff for an extension of the reporting date to 3 Jul 57. 



(5 Jun 57) 



th^ 



(10 Jill 57) 



CMffl 53-Wi - Revision of S^" ;^' YV.'^T^-^-m,^ , ; y;:- -7- ^ 

action this c ase iiad been suspeSed penS^^ ^^ Wn^^"^ reported thift 
the single set of cost-pilncinles C^Jf^T?*? °^ ^ e^^ort cn . 

panjdng the single set, SSS S SecStt^t °^ transmittal acc«i-- 

were diptribated to thi meSerToSv f?^ <^ Defense to the three Departments. 
U^jTI? meeting, «w nanbers only, A further report win be given at to? ' 



(17 JbI 57) 



iMrther action o a ' ^art '^, Sect?^?I? Il llV ' ■\ Chainnan reported that 
current efforts to publish the "'''?*«^lated, as a result of 

Aw Legal member s^gested tJa?TSerir*T f P^nciples. iS 
closed. The members concurred In tiJ^ If information the case be 
is Closed. = ^ suggestion and, accordingly, the case 

- • (U Aug 57) 



3. Case ^on IV ^ l$--gOli.2(bb) Training am Educational Expenses , 

the Conrnittee considered a report frcan tbe Special i>ubcramittee, dated iVAugust 
.1956, covering the subject paragrajA on trainii^ and educational expensed* 
. After considerable discumlon the Subcommittee report was modified as quoted 
below: t- 

"15-20^2 (bb) Training and Educational Senses 

a# The costs of preparation and maintenajice of a program of 
instruction at non-college level designed to increase the vocational 
> effectiveness of enplcgrees include the salaries of the director of 

training and staff, training materials ani te.\'tbook6 %ahen' the training 
^ program is conducted by the contractor; and tuition, fees, training * 
materials, and textbocke, %lien the trainii^ is of a x:on-co31ege level 
in institutions conducted by other than the ccr-tractcr* Such costs 
are allowable* In both instances, costs of salaries or wages of * 
trainees during regular working hours are allowable* 

^ b« Bie costs of part-tine technical, engineer5.rg and 

. scientific education, at an under-graduate or pc&t-greiuate 
. .cc?J.ege level, related to the job requirements of bora fide 
i employees, are allotrable as follows: 

1. Tuition, fees,' training materials and textbooks; 
or, in Heu of tuition, instructors* salaries and the 
related share of indirect expense, provided that the sum 
thereof is not in excess of the tuition id?ich would have 
been paid t-» the participating educational institution* 

2» Straight-time compensation of employees for time 
spent attending classes during working hours not in excess 
of a total of 156 hours per year vrtiere circumstances do 
not permit the operation of classes or attendance at 
classes after reg\ilar vjorking hours© 

c. The costs of tuition,* fees, training materials and 
textbooks (but not subsistence, salary, or any other emoluments! 
in connection idth scientific and ei^ineerii^ education on a 
full-tiirie basis at a post-graduate (but not under-graduate ) t 
college level related to the job requirements of bpna fide' 
employees for a total period not to exceed one school year, 
are allowable© In unusual cases viiere required by military 
technology, the period may be extended* 

d« Maintenance e3q>ense and normal depreciation or fair 
rental on facilities cwned or leased by the contractor are 
allowable to the extent set forth in (k) above, (e) above 
> and (t) above, respectiveLy© 

e* ihe costs of trainix^ and education of ether than bona 
fide «i(aojm8 are not «UoMbla*^ ^^^.^^^^ ^ 

t^ ' Qn^te W aduoational or iarainii^ Innrtitetibns, Including 
the cbna a dD gft fMiKtfaiajgr ^Hmr j at n^i tU s,^ <g<bolarsfaips -or 

fellwT^ps, are considered as contributions and will be treated * 
as provided uz^r ^FB l5^0U«3(c)«fi 

The report was referred to the Editing Subcommittee with the request that an 
edited version be presented for consideration by 21 August 1956» In the 
Interixn the ASFR menders will dear the proposed paragraph within their 
respective Departments and the Staff will m^ertake coordination with the 
Assistant Secretary of Defense (Hanpower and Personnel). !ihe Committee 
further determined that if the paragraph was cleared in time, it would be 
inserted in Section XV for issuance concurrently with the printing of that • 
^ section* The Chairman further advised the medbers that the proposed paragra 
probably i»uld be presented to the Procurement and Pi*oduction Industry 
Advisory Committee to secure an industrial reaction* 

In conjunction >7ith the above paragraph, the subject of the allowability 
of managenient and executive trainii^ costs was discussed aixi deferred without 
action to modify the above paragrapho 

In approving the aboi'B paragraqph the Committee considered and rejects ' 
the concept of alloT(dr*g full-time salaries for bona fide employees on a p rj) 
full-tiiuB basis at post-graduate college levels. 



J r tf-s i7, - ..^^ston of Section XV - Part Z Parc».>*ph l^-2Ci.2(u), 
9u Case 53^Ui '1^: i^avy legal Tnember called the ^^^ j ^ 

aUntlon to a dii^™ f^/^^rSS' SSf-S/'sh^lf aS ^ 

in paragraph ^^-^0k.2in) ^^ r^^^^ 

imlti-shift prenaums. To ^^^^^^i, for the vwrds "othend^s 

the substitution of the SrparaSaph! X Comrattee 

Authorzied" appearing in the fourth ^.f^^^P^'^ISor approval'' in next 
•>urcher approved the deletion of the words "wxthout prior approvax 
"io the last line of the paragraph. AUG 7 1956 

3« Case 53-ItU - Revision of ASPR 12-202' to Conform to Proposed AS PR 
. 15-20Itf.2 (nj - (Overtime. Extra-^ay Shift and J^iiilti-Shift 

/ Work), 'She Na^y legal menber called the Committee's 

attention to a further change required in the subject paragraph in vievr of 
laie changes approved at the 8/7/56 meeting in paragraph l5-2oL2(n) to 
reM^e an inconsistency between the two paragraphs. To correct this situation 
tW Committee approved the substitution of the word "approval" for the wora^ 
"adthorization" as it appeared in the second and third sentences of subparaX 
graph (h) of the ASPR minutes of 17 July 1956. AUG I 4 1956 



I 



12 o Case Sd-^hh - Revision of Fart 2^ Section XV ^ Contract Cost Principles ^ 
Th/i Commit tefe considered a report from the Section XV Subcoinnittee, dated 
36 July 1956^ presented in response to a report from the Tax Subcommittee 
^ated 21 June 1956© In considering the Section XV Subcommittee's report 
vjith respect to the three questions raised' bfjr the ASPR Coimnittee and the 
Subcommittee's suggested treatment thereof^ the Committee disagreed vjith 
the Subcommittee's clarification of the first question and reinstated the 
previous largviage under subparagr^h (1) to read; 



/. • ©and which are paid or accrued in accordance with ^ 
generally accepted accoujiting principles are allowable. 

The Committee further revised the two sentences following (2) (ii) to 



read: 



\ 



/ 



"Reasonable cost of any sach action undertaken by the 
contractor at the direction of the contracting officer 
are allowable^ Interest and penalties incurred by a 
contractor by reason of the nonpayment of any tax at 
the direction of the contracting officer or by reason 
of the failure of the contracting officer to assure 
timely direction after prompt request therefor^ ari" 
also allowable*" 



The Committee concurred in the Subcommittee report concerning the other 
questions© These include retaining the present language of subparagraph 
(2) (ii) Tdthout change and the addition of a proviso provision to sub- 
paragraph (3) as follows: 



/ 



"4 * e ^ provided any interest actually paid or credited 
to a contractor incident to a refund d tax, interest 
and penalty shall be paid or credited to the Government 
only to the extent ttiat such interest accrued over the 
period during which the contractor had been reimbursed 
by the Government for the taxes, interest, and penal ties#' 



/ As revised above the Committee approved the changes for inclusion in 
/Se 



\ 



^Section X?, AUG 1 4 1956 



3. Case 53-1:1; . Section XV - lg->20l^,2(bb) - ' ni ng and Educational Exnens 
A report dated July 1956 rron the Special Subcorrjnittee established to conside 
the subject problem was discussed at length. The discussion touched upon many 
facets of the problem, such as whether the proposed anoi-jance of training and edu- 
cational expenses was in keeping with the National policy or merely a question of 
the "cost of doing business" in the present economy. It was pointed out that many 
commercial concerns have established programs for the advaacexaent of their engineer- 
ing and scientific employees by supporting their education in after-hour classes 
end, to seme extent, even on a full-time basis at graduate schools. It was further 
pointed out that it is the President's policy to promote training, particularly 
higher training, starting at the high school level. In addition, the members were 
advised that the Hoover Committee had recorrunended Governmental support and training 
to encourage Governmental career employees. To some extent, the iirmy and Kavy arh 
jnow using this practice for certain- selected employees. 

1^ The Committee then undertook consideration of the proposed paragraph contained 
in Inclosure of the Subcommittee report, in conjunction with the other inclosures. 
The paragraph was approved, as modified by the Committee, subject to editing as 
folloi'JS: 

•a5-20lir2(bb) - Trainin g and Educational Exoenses 
1 ^ ^ ^— . 

\ 8. Preparation and maintenance of a program of instruction 

designed to increase the vocational effectiveness of employees 
include the salaries of the director of training and staff, train- 
ing matrrials and textbooks, when the training program is con- ' 
d'licted by the contractor; and tuition, fees, training materials, ' 
and textbooks, when the training is of a non-college level in 
insti -cations conducted by other than the contractor. In both' 
instances, ccsts may include salaries or v/ages of trainees during 
regular T-7crking hours. 

b. Part-time technical, engineering and scientific edu- 
cation at an under- graduate or post-graduate college level 

related to the job requirements of the employee as follows; i 

1. Tuition, fees, training materials and textbooks. 

2. Where circumstances do not permit education after 

paid working hours, regular employee compensation * 
is also allowable for instruction not in excess of ' . 
a total of 156 hours per year. 

c. Tuition, fees, training materials and textbooks (but 
not subsistence, salary, or any other emoluments) in connection 
vlth scientific and engineering education of bona fide employees 

on a full-time basis at a post-graduate college level, related \ 

to ihe job requirements of the employee, for a total period not t 

to exceed one school year. In unusual cases where required by [ 
milifdiy techztol^gf^ the period isay be 4Nete&ded« 

d. The c cists of traiMng and education oT other than 

'\ bona fide employees 9 including scholarships and felloirships, 

are not allowable." 

^ne Committee also noted that it may be necessary to include an appropriate 
cross-reference to subparagrar^h (d) of l5-20l4.2Cbb) in the listing of items of 
unallowable ccsts. 

A further question was raised with respect to the treatment of costs 
occa^^ioned where contractors established' schools at their o\m locations on the 
prenise that such costs oujht to be covered hy the above paragraoh. As these * 
costs Tjould involve both facilities and facultj^ exoenses, the question of how ^ 
such '.costs would be treated was returned to the Subcomittee to draft anpropriote 
coverage. for inclusion in the above paragraph 15-201. 2 (bb). Tne Subcommittee was - 
requested to provide a report for consideration by 7 August 19^6. JUL S 1 t956 



11. Case 53-I4I; - Revision of ASfR la^gOS'to ConfQrm to Proposed ASPR 

15-20Iu2(n) ^ (^ertime> Extra^Pay Shift and * ^ 

I^ti^^Shift Work)^ The Coiimttee considered a report fvoic 
, the Editing Subcorranittee, dated 21 Jiane 1956, presenting an edited version of 
'the subject material. The Committee modified the second and third sentences 
of subparagraph (b) to read as follows! 



• • • • 



.:."Cn cost-type contracts, and to 14ie extent 
required by the contracting officer' on redetezminable 
and incentive fixed-price contracts, however, an 
authorization from the Government for the use of ^ 
overtime, extra-pay shifts and multi-shifts must be 
obtained to sustain the charge of any premium labor . 
costs tn the contract. Such authorization should ' 
generally be obtained prior to the use of overtime, 
extra-^pay shifts and multi-shifts." # . ♦ . 

In the last sentence of subparagraph (b) the word "required" 
was substituted for the word "desired." 

In the title of paragraph 12-102 the word "Shifts" was 
changed to read "Shift" in the phrase "Extra-Pay Shifts." 

As modified, the revised paragraph 12-102 was approved for printing , 
concurrently with the printing of Section XV. JUL 1 7 1956 

lis C^-tse - Revision of Section XV ^ Cj^ntract Cost Frinciples - 

Part lo The Comroittee considered a report, dated ^6' July 
from Lhe Editing Subcoirjnittee presenting an edited version of the 
revision of Part 1, Section XV. After considerable ditjcii salon, in which 
several suggesJ-d.ons were presented for revision of paragraphs 15-101, 
15-102^1 and 15-102^2, the report was returned to the Editing Subcoitiioitbee 
for redrafting, with the request that a revised report be presented for 
consideration by 31 July 19^6^ A further suggestion was made that when the 
re-Tised Part 1 was published a change was reqirlred in paragraph l5-502(&) to 
replace the comma T-ath a period and delete all material folloxri.ng the coiTina* 
The Committee approved the recommendation. J\J^ 2 1 

The ninutes of the 7/2ii/56 meeting were approved vrith the following laodifi ca.t.iom 
• Item ii. ■ Case S^-hh - Re vi s ion of Section - Contract Cost Principles 

P3rt~r . — — — ^' — 

The case namber was revised to read 56-29, and the' second sentence was re- 
vised to read: "After considerable discussion, in which several sug- 

'"'rf® P^®sented for revision of paragraphs 15-101, 15-102.1 and 
j.^-x0..2, the report was retni-ned to the Air Force member of the Editing 

-co,--:^ittee for redrafting, with the request thst'a revised report be 
presented for consideration by 31 July 1956. JUL 3 1 1956 



?• Case - ' ilsion'ef Part 2^ Section X7 » *eport dated 21 June 1956 

frrm the Tax Subcu^nittee^ recommending' certain changes in proposed paragraph \ 
l$-20l;*;5(y) of. the latest df-aft of .Part.2, SectLoh 'XV. was -discussed^ "it yls, \ 
determined that the paragraph *o\ild not include a reference to "taxes ^y^^i-^^^^^ 
governments" since the award of cost-reimbursement type contracts by l^al pr«-r 
jurLng activities to foreign contractors occurred so infrequently that this 
itter should be covered en a case-by'-case basis idien ax^ards are made t# foreign 
mtractors* In the revised draft of the paragraph submitted by the Tax Sub- \ 
J>miTiittee in subparagraph (ij Jthequestion was raised as tj whether defense would 
reimburse A i?.Qcrfa^ (fe) ^) the queslldj 

was raiseci^U'it^ .^si^^ (3) it wa^ 

. JLnddjcatetf^hatrtte ^^^&^3aan5e':G^^^ ^t rt €O C #W ■ ^e entire 

Report was ref AVe* "to ^Qto B«tf 2|^'&««tw<:Vf ^^s^don^ in 
Coordination ^^^^the'^sX'Svb^cm^^ made 
that a report be sutanitted vdthin 30 dayse jy^ 3 1956 

13,» Case 53-141; - Revision of ^ASPR 12-^202 to Confom to Proposed AS PR l$->20U^^(n) 

I ^ (Overtimej Extra-^ay Shift and Miilti^hif t WorkT ^ An 

Edjitin g SubcostsaitliFr^ioiT^ of 
a Revised AS PR paragrs^ 12-^^# ~J^~ASJ^ C<« ^^l^eusaed the details of 
'^'tKi^ 'irift l^d ligid^ '^Hg^oXl^^ ^j^^wTtet jtoa i A tfe respect paragraph 



1 



4- 



In line 3 it was suggested that there be added after the word 
"contractor^" the following: 

", and the contractor shall' not be entitled to 
a price adjustment therefor,") 

b# in subparagraph (ii) discussion concerned having the 
subparagraph commence "To the extent required by the 
contract"; and 

Ct Having the third from the last sentence read! 

"Such authorization shall generally be obtained 
prior to the use of overtime^ extra-p^ shifts, and 
multi-shifts*" 

It may also be necessary to delete the "s" from the phrase "extra-pay shifts" 
wtverever it appears in the entire clause » 

4 The Comitdttee members desired to look into this matter further and, 
accordingly^ the item will be discussed again at next ^^j|j^^^"^^g|gS* 

15. Case S3-hh - _Revision of aSIR 12^9ap n 

JUL I 0 'b5S * 



hm Case ^'^^kh - Revigion of Section. XV>, Par -* % Die Chairman announced 
r that the .erial Secretaries CoiUicil had de. aed that the subject or 
1 profit sharing, contributions and donations, and general research coats 
would receive the same treatanent under the revised Part 2 as in the * 
existing Section XV^ It was detennined that there vzas no objection to 
using the revised language concerning general research costs developed 
Ijy the Editing Subcommittee} however, xdth respect to the negotiation' 
criteria set forth in the edited version under general research costs, « 
it was agreed that tJiey would not appear in Part 2 but would be placed 
^propriately in Part 1 of Section XV^ . APr: 1 i£5tv 

9o jJ'ase - Revi a>on of Section XV^ ^art Ip The Committee considered | 

a ffl^orajxLum from the Chairinan recommending that \Jhen Section XV, -Part 2, I 
Iff revised that certain changes, as set forth, be made simultaneously in | 
Part 1» It was determined that these recommendations be referred to the 
Editing Subcommittee with the further request that the Editing Subcommittee 
review the suggested' placement of proposed paragraph 15-103 • With respect 
to this latter point, it was agreed that the Committee had previously 
direpted the placing of this material in Part 1, but in reconsidering, the 
qu^ion was presented as to whether it should not more properly be plac«. 
#n Part 5© The Editing Subcanmittee was requested to report within two \ 
vreeksp MAY 1 1956 



11, Case $3-hh - Revision of Part 2. Section XV - Contract Cost ' -» 
/ Principles , A report from the Editing Subcommittee, | 

• elated 26 April 1956, containing a final fedited draft of subject v.-as | 
distributed to the menbers. In addition, a revised draft of a docunent 
containii^ the najor unresolved issues with industry were also made 
avaiiUtolB to Ite aBabers. Both iSTtheae .-docnaants iwUl attached to 

ageoia item ikir 42ie Material Secrataxlas Couooil In i3»B vtty near , 
>Xture and the msnbers were requested to give their concurrence to the \ 
/documents to the Chairman l^y h l^isy 1956. ^;;v 1 10^,2 \ 

12, 9?se 53-lili - Revision of ASFR 12~202 to Conform ta> Proposed ASFR \ 
/ 15-'20U»2(n) (Overtiine. Extra-Pay Shift and Multi-Shift \ 

Work ), A revision of the subject paragraph, developed ' 
by the Staff to confom with the proposed Section XV treatment of overtime^ 
extra-pay shift and multi'^shift work, was considered by the members and 
refefred to the Editii« Subcommittee for editing. The Editing Subcommittee \ 
w^ requested to present a report for consideration by 29 May 1956, Ifit^i S 135S 

5,/case $3-l*U - Revision of Part 2. Section XV. A representative of tL 
iaac Subcommittee reported that the Subcommittee- had noted several areas ^ 
not explicitly covered by paragraph l5-20ii,2(y), entitled "Taxes," vihich 
could result in issues tdth contractors. In view of the current statui of 
Secj/ion XV, the Committee requested the Tax Subcommittee to present th^ 
wri/tten comments in order tJiat these potential deficiencies could be > 
cofiaider ed, JU N 5 )956 

12^ Case 56'*29 - Revision of Section XV. Part l. '"~ 
/ Case - Revision of ASfR 12-202 to' Conform to Propos ed \ 

' . J-SfR 15-20I;.2Anj (Uvertijne. Extra-Jftay Shift and \ 

. # JM-ti -Shi ft Work). The- Chairman raisftH t.he gnagt.-irn or* 

wMn reports would be received from the Editing Subcommittee vdth respect 

K ™!. s»iooect problems. The Navy legal member advised that a report ftom 
Subcommittee on the, two subject problems would be presented \ 

lathin one week, JUN b 125e \ 

iidi^.^!" *^ ^^^^ "•^'^ «lth the follotflrg 



/ 



Item 5. Case - Revision o f Part 2^ Section XV. The last / 

3 S^tto^w u'^'^ ^i^^Sr^^Si^ftr-isSillSt revision 
of Section XV," jtj!V12 1956 



ii 



Part 5 - Subjects Affecting Cost Which May "^jqudlre Special Considerati.c 

"Part J - Subjects Affecting Cost Which May Require Special > 
Consideration* i 

15:^ Scope of Part. This Part enumerates certain subjects 
affecting cost which may require special consideration in 
connection vdth ihe negotiation or performance of cost- 
reimbursement typfe coitracts' and which are not specifically 
covered in Part 3, or Part k, of this section. 

l5-$Ca. Consideration Required^ It is important that 
Contracting ufficers and their negotiators consider the , 
> subjects enumerated in paragraph l5-502, and any other 

subjects not precluded by the provisions of Part 3, or 
Part U of this section (whichever part is applicable), ^ 
for the purpose of (i) determining v^hich subjects if aiy 
should be expressly provided for in a particular cost- 
reimbursement type contract, and (ii) incorporating 
appropriate clauses in the contract. Action taken with 
* respect to any such subjects shall be reflected either 

in the contract or in the record of contract negotiations*" 

Part 6 - Cost Interpretations. 

"Part 6 - Cost Interpretations 

Delete balance of this Part and substitute therefor 
the word 'RESERVED"," 

Part 7 - Facilities Contracts. 

"15^700 Scope of Part . This Part sets forth principles and 
standards for the determination and allowance of costs in 
. connection with coat-reimbursement. type contracts and cost- 
reimbursement type subcontracts thereunder for the acquisiti on 
of industrial facilities "to >rfiich the Gowitjnent ' take^ 
title ynder the contract* This Part also applies to 
clauses in ai^ other cost-reimbursement type contracts 
or cost-reimbursement type subcontracts thereunder, which 
clauses provide for the acq^oisition of industrial facili- 
ties to which the Governmeit takes title. 

^Plicability. Pending publication of the principles 
and standards to oe incorporated in this Part, Parts 2. 3. or 

: ll V^'^ ^'^^^^ appropriate in accordancJ with 

departmental procedures." ? 

made^Jn ^^'Stl^h<TJ7^^'''' " ""^^^ ^^'-^^ ^ ^'^^ change ' 

Tho oil; ^ (^^"^'O^ (q)) would alao have to be made in Part 3, l5-3oE (g). 
.ihe Committee concurred in such a change© 

from^'paf^rT?* following change was received 

S^t^li^r^ ^^committee for Part 3 - Researt^h Contracts with .fonprofit 



"15-30U Ejcawples of Items of Allowable Costs 



Pension plans in accordance vjith the'principles' and 



• fcc'^d^f r^r'^ ^ 15-201, 2(q) and ,roup health,' 

accident and Lfe insurance plans (but see paragraph l5-305(k))o" 

a-ort^S°?«*S ^^^'^""^ ! ""^^^ °^ 2, incorporating the changes 

the Sstin/?]^^.'?' ^^'^^^ ^^^^^^ SecJetarles^nsider 

Tine existing three issues. f^jp^ ^ ^ ^^^^ 



' ^^^^^"11 France and Indemnifies (p^- »). This • 

subpa. -graph was revised to reaa as follows: ' 

"i£|°k2|jU2 Insurance and IpdftTniHf-?rof-t^>.„ 

whn.i^v, "^f^® includes (i> those types of insurance 
^ch tile contractor is required to car^y under S^^ems 
!fn? °f ir^°t> by ^ecific instnxction of an autSzed 
representative of the Government, and (ii) aiy otherinJirSce 
for whxch the contractor seeks rkntoseinent?n?er Jhi c^^f 

x^Sran\e^'^ijS^*^^J^^ compensated ^ 

'^'t?i^l SlS:^'^ ^^^^^ ^ ^ere ' 

"i^=20li22 (n) Material Coat^^ 

and indirect material, and 
collateral X tens such as inbound transportation and - 

tf f ??^^h '''^T^^^t f ""^ allowable, subject, however, 
to (2) through (6) below. In coitqputing costs of 
matenali consideration viill be given to reasDnable 
T^^^i- ^^''^T' defective woric (for correction 
fi^t provisions of tiie contract 

work)t"^ inspection and to correction of defective 

******* 

bPtfrfon-!?^*! ^'f^'naterial-or services sold or transferred 
cont'S '^sSli^'^'^f organizations, under common 

^o?r+7+?^ be allowable only to tiie extent of the 
cost to the transferor, or the prices of other suppliers 
Wo! °l substantially simlar items. whichev^rL 

lower, unless factors other than price warrant allowSce ' 
on the basxs of tiie Cost to the transferor: provided that 
Sv^lST "^^^^ manuf actirSroS b^ • 

SJni ?M J^'^r commercial channels, a departure 

from this cost basis is permissible if the char'e to the 
contract does not exceed (i) the transferor 's^Ses price 

quantity, or (u; the prices of oth6r suoolier., for. ^->.^ 

saine tt. aubstantially .^iBdlar IteiSr^ 

^* other tha^^cHSS iSi^e 

sStiorSftLS'^irf '^^^"^ -^-ting Part, 
Contracts^ SsenteTby Se EiSLTr''^-ff "^^^^'^ FacSkes 
issued siiultaneSlS^ 2iS tS^.^ Subcommittee, the revisions to be 

»ittee approvS'SJe^'JoSo^f re^sx'^^'^ '^^^^ ^« ' 

Part h - Construction Contracts. 

?iT=^„ ^^^Ples of Items of Allowabip r.n^f ,., , , ^ 

^SndSs^S^^^i^I^^I^^ ^ " • > ^ 

accident and l^-^rT^ „ 15-20ii»2 (q) and group health, x V 



' - contractor's products, or otht relevant 
circumstance s« 

Jhgvidual categories of incSrect cost are discussed in 
ASm 15-203.2 through l5-^03.5.« 

^ Committee approved a revision of the TITLE and the 
"Scope of Part" as quoted below: 

"Part 2 - Supply, Service, and Research and Development 
Contracts, with Commercial Organizations 

l|z2§0 Scope of Part. This Part sets forth principles and 
standards for the determination and allowance of costs in 
connection with cost-reimbursement type contracts and cost- 
reimbursement type subcontracts thereunder for procurement 
or supplies, services, and research and development work, 
vath contractors or subcontractors other than such contracts 
and subcontracts to which Parts 3, h, or 7 apply," 

^il depreciation, (Page 7). This subparagraph was 
revised to read as quoted below: 



"-if- a- -a ^ ^ 



(2) Depreciation on a contractor's plant, equipment- and 
other capital facilities is an allowable Element of Jon- 
tract cost; provided that the amount thereof is computed: 

(i) upon the property cost basis used tsy the 
contractor for Federal income tax purposes 
(See Section 167 of the Internal Revenue 
Code of 195h)s or 

(ii) in the case of nonprofit or tax-exempt 

organizations, upon a property cost basis 
which could have been used ty the contractor 
for Federal income tax purposes had such 
organizations been subject to the payment 
•If inccane tax; and in either case 

(iii) by the consistent application to the assets 

concerned of any generally accepted accounting 
method, including those recognized by Section 
167 of the Internal Revenue Code of 1951;, 

Depreciation should usually be allocated to the contract and 
other work as an indirect cost. The • amount of depreciation 
allowed in ai^y accounting period m^, consistent .^tH the ^ 
basic objectives set forth in (1) above, vaiy with volumi 0,^"^' 
of production or use of multi-shift operations." 

i^^'^®^ ^°"»er request for consideration 
of additiflaal:;iaflgua«e' to added to mbpanmiii (iii ) 
i^ch would, la f foot, proiridtd SS^hTlKreSitton 
allowable jmder « opobraot -mill aiot essMeir 1^ nn ■! 

authorized under the Internal Rev«nue1Sr-o^rS^^ / 
t^Tt f^e^^Srf ^disadvantages oFhol^S'^or 
fln Ji dSeLw • ^ xndetenninate period of ti:ne tntil \ v, 
fn?C: ^f*e™^>^°ns of depreciation had been made by tax ^ 
auth^ties or by the Courts outweighed the advantages ^ 
sought by the additional language. aavani>ages t^V^'^^'^, 



km Case 53-lili - Revision of Section XV . Consideration of the special areas 
subject to I. Lsion or review at the Special Vi' ' ing held U/6/56 was under- 
fbaken in the -.olloidng order: 

l5-20lio2 (p) Patents . (Page 12). The last line c£ the edited draft, 
dated 29 March 1956, was revised to delete the words "by the 
Government" and substitute therefor the words "where title is 
conveyed to the Government." 

I5^20i;.2 (o) Overtime . (Page 12) c The menfcers were advised that the 
OASD (m?) had no objections to revising ASER paragraph 12-102 to 
be consistent with this paragraph. Accordingly, the Staff will 
prepare^ A reyiiAm o£^^ 

'■! ' .......... ^t^yiiSJEni'^i Jl 

I 15-8Q3#5 General and AdmiDiatratlve Cogts ^ (Pages k and 5)^ This 

"l5-203o5 General and Administrative Costs. General and 
administrative costs consist of items of cost attributable 
to the overall management, supervision, and conduct of the 
business. Such costs shall be allocated to all work of 
the contractor, using any recognized method of allocation 
if equitable residts are thereby obtained. Allocation of 
general and administrative costs on a total cost incurred 
basis (exclusive of general and administrative costs) is 
a method xdiich generally produces equitable results. Other 
methods acceptable where the circumstances are appropriate 
include allocation on the basis of s 

(i) processing costs (direct labor, facto ly 
overhead, and other factoiy production 
costs exclusive of direct materials); 

(ii) factoiy input costs (processing costs plus 
direct material); 

(iii) cost of goods completed; 

(iv) cost of sales; and 

(v) sales (where no more satisfactory method 
is available)." 

15-203.1 (b) General . (Page 3). This subparagraph was revised 
to read as follows: 



"15-203.1 (b) The method of allocation of indirect costs 
must be based on the particular circumstances involved. 
The objective shoiild be the selection of a method which 
will distribute the indirect costs in an equitable manner. 
The method used in connection with Government contracts 
shall, in order to be acceptable, conform with generally 
accepted accounting practices, provide uniformity of 
treatment for like cost elements, be applied consistently, 
and produce equitable results. A previously acceptable 
method shall be subject to reconsideration when: 

(i) Any substantial difference occurs between 

the cost patterns of work under the contract <S>^ 
and other work of the contractor; or 



(ii) Ary significant' change occurs in the nature ' 
of the business, the extent of subcontracting, 
fixed asset' improvement programs; the /"o^ < 

inventories, the volume of sales, the volume o 
of production, manufacturing processes, the 



Page 21. 



l5-20li«2 (aa) (!)• The third word reading "contractor's" 
was deleteda 



l5-20lio2 (bb)^ This pa:ragraph was reserved^ A Special 
Subcoramittee was established to consider this problem 
as a special case, presenting a revised coverage on the 
subject of training costso In taking this action the 
Special Subcommittee was requested to give consideration 
to inclusion of a reference on page 26 when their efforts 
are completed^ The Subcommittee was further requested to 
coordinate their efforts with the OSD Office of Manpower 
Supply# Members designated to the Subcommittee were: 

Ariry - To be designated 

Navy - Vir. k. C. Sawallisch, OtM (Chairman) 

Mr. James Ruttenberg, OCN 
liP ^ Mr. ?• M. Southwell, AFMPP 

Mr. Ls Latta, AFAUB 

The Subcommittee was requested to present a report for 
consideration by 7 May 1956# 

Page 22 » Approved. 

Page 23 ♦ Approved. 

Page 2he , l5-20l;o3 (i)« The Committee deleted the reference in 
parentheses' at the end of this paragraph. In taking 
this action^ there was general agreement to specifying 
the period and amo\int in part 1 when rewitten, :jith 
an appropriate cross-reference. 

Page 25 o Approved© 

Page 26 0 15-20U.3 (2) (xi). The words "special tooling costs" 

were deleted and the word "taxes" substituted therefor. 

l5-20Uo2 (2) (xii). Training Costs, was deleted in its 
entirety. 

l5--20l4«2 (2) (xiii). Travel Costs, was renuinbered to 
(xii). 



The Navy legal mensber callBd;^1^^ Ccnmittee's attention to the Editing 
Subcommittee's report of 27 Febniaiy 1^56, in pari^raph k of which the 

Subcommittee covered the subject of side agreements* It is tmderstood 
that this matter had been the subject of discussion by the Procurement 
Secretaries in the spring of 1955o 

With the above action, further consideration of this subject was - 
deferred until the next meetijqg to be held UAo/56. . \^-' 



iiw revised the paragraph was refei^ed to the Editiig 
Subcoinznittee^ with the request that the edited 
language be presented by the next regular meeting 
(10 April 1956)o 

l5-20iia2 (n) (6)^ The semicolon foUowii^g the phrase 
"whichever is lower" was changed to a comma and the 
follovdng language added: 

"unless factors - other than^ price warrant aHouance 
on the basis of the cost to the transferor;" • 

Page 12 o 1$-20U<»2 (n) (6)^ The word "either'* appearing before 

(i) was deleted^ The period at the end of the paragraph 
was chained to a comma and the following language was 
added: 

"x^chever is lower^ unless factors other than 
price warrant allox^ance on the basis of the cost 
to the transferor©" 

l$-20lto2 (n)e The Staff mil undertake action to 
determine :;hether a revision to paragraph 12-102 
may be mad*-; in order that paragraph 12-102 be 
consistent with this paragraph^ 

l5-20l4o2 (p)o Tile Staff was requested to clear the 
need with the Patents Advisor of .the inclusion of the 
words "or on behalf of " in the last line© 

Page 13 # Approved© 

Page lU l5-20l;o2 (q) (3) (iv)^ The Committee agreed to the 
inclusion of a note in the liLnutes that under this 
paragraph the parties can agree to (A) or (B) for the 
individual periods under the contract^ 

l5-20Uo2 (q) (3) (iv) (A)^ The second word "all" was 
deleted^ 

Page 1^ 0 l5-20iio2 (q) (3) (iv) (B) (n)» The words "or gains" 
vjere inserted after the x^ord "credits" in the sixth 
from the last line« 

Page l6 o Appro veds 

Page 17 o l5-20Ue2 (u)« The words "such factors as" were 
inserted between the words "of" and "the" in the 
second line« 



l5«^Ql4f>2 (y) (2)« This paragraph vas reserved^ 



Page 19 i, Approved^ .n,v:,9^ 

Page 2O 0 Approvedo ^ ^^Q^ 



Page I^'^lete a comma in paragraph l5-203#'^- 

i 

Paragraph l5-'203«5« The Air Force member recominended 
that everything after the first two sentences of this 
paragraph be deleted^ After considerable discussion 
this recommendation was rejected^ However, subparagraph 
(i) vjas deleted in its entirety© Subparagraph (ii) uas 
referred to the Audit members of the Section XV Subcom- 
mittee for clarification, vjith the request that the 
revised language be presented for consideration at 
the next regular meeting (10 April 19$6)o Final 
decision wiU be made on this paragraph after 
revised (ii) is reviewed^ 

Page ft ^"A|gi^edy ssvr a::-zisz~q, erlT bzz::^- 

Page 6 ^ Approved, "^reOTrvtng awbparagra^ W «nd of 
l5-.20Uo2o 

Page 7 3 l5-20Uo2 (f) (2) (i) (ii) (iii)o These subparagraphs 
were revised to read as follows: 

"(i) is computed upon the property cost basis 
used by the contractor for Federal income tax 
purposes (See Section 16? of the Internal Revenue 
Code of 19Sh)i or 

(ii) . in the case of nonprofit or tax exempt 
organizations, upon a cost basis which coxild 
have been used by the contractor for Federal 
income tax purposes had such orgaxiizations 
been subject to the paoonent of income taxes, and 

(iii) is computed by the consistent application 
to the assets concerned of ary generally accepted 
accounting method, including those recognized by 
Section 16?' of the Internal Revenue Code of 19$U* 
In no event, however, shall a greater amount for 
de preciation be allowed than is authorized by the 
Internal Revenue Code g" 

The i^avy member objected to the addition of the 
underscored language pending further study© 

As revised, this paragraph vras referred to the Editing 
Subcomnittee for editing, with the request that the 
edited paragraph be presented for consideration by 
the next regular meeting (10 April 1956 )• 

Page 8 » Approved^ 

Page 9 o Was approved, subject to further editing of the last 
sentence of paragraph l5-20Uo2 (j) (Dji ^*ich was 
referred to the Editing Subcommittee vath the request 
that the edited language be presented by the next 
regular meeting (10 April 1956)o 

Page 10 » Approved, subject to the deletion of a comna in 
15-20I|^2 (k) (1) (2)^ 

Page 11 . 15-20U.2 (n) (l)# This subparagraph was modiiied to 
add the following words in parentheses: 

"(for correction or defective woric see the 

clause of the contract relating to » Inspection ^ 

and Correction of Defective WorkO*" APR 6 185P 



1 « . . /. «;^^4"!nn XV Bciting The menibers were advised 

<;^U, l^^^^^-^ f t^lS^iSis a report on this problem 

I Contract Cost Princxplea ^ ^ presented by \ 

Case. - Revision of Section XV.- Contract Cost Principles a A repor 

i the Ghairm^i of the Editing Subcoiranittee pointing up certain areas requiri^ 
e solution prior to final editir^ was noted and furti^r coAsideratioa deferre 
until the ne?:t meeting^: In liie interim ;iaie EkiitSjig 3ubcOTJmittee^\^^ 
tofineet >iith the Section XV Subcoimriittee In an effort to resolve a:s many of 
thA areas a.j3 possible and to report oh* their acccmplislaaents at tJie 6 March 
1^6 meeUngo FEB g'c- ;£.t6 ■ . 



1?> Case $3-4tii - Revision of Section XV - Contract Cost PrinMnioo. 
Caaiman advised the n-^inberTth^T lditixife- Subcaamittee x"s sUU aS^vi-ic 
'the prooleia wliich had arisen with respect to "Pensior=lS..« nnrii:+ 
contemplated a report would be presented in the ISr^t^e. ^en "Je'^epSt 
IS received the members tdll be contacted to detennine th^ need of - Lee? -l 
meeting to consider the problemo V::. . lo- c specie.! 




P*iras?"Comorc?;^T "^^^^^^ ^ inability to ascertain what the 
SL'tionTe SSed"?? l'dn''"f.^^'''f ^" ^^<^°-"^P'^^^«^. ^ this 
is to be m.ni^?S . L,??n?tf ""^^1^:°^ ^^^^ the section 

n..ningful a definition of this phrase should be included. 



13. Cc-.se 53-itii - Revision of Section XV, Part 2 , The Chairman of the Editinp; 
Sv-bco?mittee advised that revised copies of this pert jointly being considered 1 
by tl'le Suction XV Subcomniittee and the- Editing Subco:^ittco would be avail?ble I 
by Fi'iday, 30 March 1956. In this connection^ the Chairman expressed a desire I 
thct ^.hc revised report could be considered at the next regular meeting to be 
held 3 i.pril 1956. 

Ihc Chairman further advised the members that instructions to the Staff with 
respect to the. "three "tosue^ obvering . ciJ irl.crlr ' . . ■' ro-: ,- - . 

" Profit Sharing, ' * 

Contribution and Donation, and J 
Gensral Research j 
■* WAR 2- ''S'.'i.' 

were to be accorded the same treatment now provided in the current Section XV. 



OOTunittee as ehovm belowt 

'* 15-204ol5 IHSmNCE Al^D IHD^daFICATIOH. ^ 

a. Included undar this item are (l) those types of ^" ' 
surance ^hich the contractor is required to oarry under « 
. surance wui .-.-if io instruction of the oontraoting: officer or his 
' IS^oS!;! r,pL:rttS™ 10.501 for ^de of i™. ordi- 

. autnorizea insuranoe for v/hich the oontraetor 

' ::^S'«X;^»iini'»S:. °tS .c^raot, «>d (3) llaMUtL. t. third 
persons not oomiyensated by. insurance or otherrrise, 

•b. The contractor shall be reimbursed for (l) insuranoe 

to the follOTins llaltatioo' O' . . . , , ■ 

(i) Costs allowed for use and ooeupanoy insurance 
will be limited so as to exclude oo'^'^^S^^^^^P^f^*' 
interest, federal inoone taxes, ana any clfcer items 
of expense unallowable itoder. this part.. 

' . u^) Costs of insuranoe -or any reserve covering ttxe 

1 risk of loss of -or damage to ^56Ve^nment-o^7ned ^roper^ 

i are not allowable except to the extent that the .Govern- 

ment may have approved or required such Insurance or 
' reserve* 

(111) <5ost of a reserve for a wit ln«ur«aoe frogram- 
are aUowabVe provided the prograa Haa been approved by. 
the Military Department ooncerned* • . ; - r 
(iv) Costs of .insurance -onrthelives of .officers , 

\ partner? .or:i>roprIetor«. are not allowable ^'J^P* - . . 

: Jfiere suoli ittsuranoeUV pftrt of . an employee pl^ 

I ' ■ . is not, unduly ..r.^stripted'* -■ 

0.' The eblig4l;iott -of Government to indfiinciify the^ . 
contractor ^11 be allowable only to the «'^^"^j:J'"'i^^if°e 
S the contract .(For example. ; see ASFR 7-203.22). Except as other^se. 
^p^eLl^providid in the%ontr.act. actual .losses not re^^^»^ 
insuranoe. Ithrough an approved self insurance -program or otherwise;, 
are not allowable," 

In further considering paragraph l6,204.54(b)(i) ^^'^ ^J**?! J^"?^^^^^ 
the advisability of providing for an allocation of fjf J^^" J^gi^i^^e 
search work of the contractor if-ti^e concept of proving J°LJJ ^^^^J^^^ 
of the cost is specifically covered in the^ contract. J^?^^«TJ:**!\J;*!'^ 
\ed that as long as this concept is retained Fo^"°» JJitii! 
ion was required. Accordingly, subparagraph (a3. reading as follows. 



deleted: 



"£,^4 le th» ess^eat aaat*.- as« alloaed, tkey wia!i.b« . 

«a«.Uai4y aiie«A*ed «e ftli^we»k e* «ke . 
4ha>t todef $a«te»* ge»e*«ii w4«*e4 F»e©aii«h<» 

, With this action corrected copies of Part 2 of Section XV We^d^^^^ 
t\ the legal members for their respective members of the 5^*J5f .ff-l^ii**^"- 
ii order that editing of the draft could be unoertaken. Kie .^dj^^f .f^^ 
cdbmittee was requested to provide a report for oonsideralSxon by 13 Januarj 

1956. nrn i r, iSRS 



•.i'5-204#S:w^- The serventh- WiiWnee^^ read: - 

'/ '* *V. * ■" ' *■ '* 

. ^if a c.oxxtraQtor h^^ . 
J . contracts, an appropr^laW be used 

I ' ' ■. .to preiserye, the GpVBrruneiit|8.i,n^ by providing for 

I retropp^ctive accounting' and any necessary adjustment to the 

pension pi 81^ cpst inc\irre4 .y^ 

Mth this modificatipn^the pkrgigraph; 

;15-204,.B Cdntribuiibns and, tenatj^ Air Force 

minority "position with respect, tb' this; paragraph, which was isolated 
as an issue at the 11/2S/55 meeting^ Wbire distributed to the members 
for presentation tp the Ma4:e/i41 Assistant Secre- 

t^iry o$/Defi8iisQ XS^^ i*r'-.v. • , . T 

As modif ie.d by the ASPR Comm^tte'e^^ referred 
to the Editing Subcommittee f or Vditing*/ ^ihe was 
requested to provide report for consider itio^^^ 10 January 1956 • 
facilitate editing, the Staff >ill provide iu©:r>>^rB of ^t^^ Hl^itv 



comraittee with* a clean draft of the report. ^ aq' 



>• To- [ 
:5 1 



2« Ca?^ 53-44 • Revision of Part 2, Section XV % In approving the minutes 
of th^ 12/6/55 meeting the Air Force requested that the last sentence under 
paragraph 15-204#35, Royalties and Other Costs for Use of Patents, be revise 
to express the concept in two sentences ra:ther than one# Accordingly, this 
sentence was rephrased as follows t 



\ 



"Charges for the use of patents, v;here the Govemmi^nt has 

a license or the right to free use of the patent are un-* 

allowable* Charges for the use of Patents where a patent / * 

has been a.djudicated to be invalid are unallowable unless ' * 

otherwise provided in the contracts" ^ - <f,vi \ 

DtC.l o i»->v • \ 




The Subcommittee report of 1 November 1955 waa further considered on 
a par ^-aph basis^ as followst 

15-203,3 presented by the Subcommittee was approved. A Staff pro- 
posal to revise this paragraph was re jected# 

15-204 .15 - Insurance and Indemnif ication . A revised outline of 
this paragraph developed ^>y the Army legal member, was distributed 
to the members* Considerable disouQSion ©entered around the 
variance in the language of the first two sentences of subpara- 
graph b^ and the language contained in the clause^ insurance - 
liability to third persons. The Committee requested the Subcom- 
mittee Chairman to redraft the entire paragraph to achieve ocn* 
sistency and a orode-referenoe of the clause and present same 
at the next meeting. 

15*204.34b(i) Copies of a revision to this paragraph starting 
v/ith the third sentenoe, developed by the Air Porde member, were 
distributed to the members* The paragraph was then discussed 
at length* As a compromise the Committee revised (i) under 
paragraph b to read as follows and tentatively approved the 
paragraph, subjeot to editing, the Navy and Staff positions 
being reserved! 

"(i) General research is that type of research which ^ 
is directed towards increase of knowledge in science. It | 
is research where the primary aim of the investigator is f 
a fuller knowledge or understanding of the subject under ^ 
study, rather than a practical application thereof. The 
cost of Independent General Research (that which is not 
sponsored by a contract or grant or other arrangement) 
shall be allowed to the extent specifically provided in 
the contract. 

(A) To the extent such costs are allov/ed, they f 
will be equitably allocated to all work of the contractor I 
other than its independent general and related research. f 

t 

(B) Generally, the contractor shall be required 
to disclose to the Government the purposes and results 

general reiBekt'oh' ;^i'ograi. '' ^^^^ ' .'• ■ 

b. The' oajiab'iiity'bf the'contraotor iia the 'particular research 

fieldi, '^-' •• •• ■ ■ ■'■ i- r .^ i -.. 

0. Benefits which may accrue to the GtveHuaeiiti 
• ^""iP^iTison of siee and cost of contractor's previous years' 
r v;... T«seaireh 'i)-rogtihiV^ ■ ■ '-'^ | 

: , I'^e.'^rop.d^tion of ^t^^^^ | 

■ ■ total businessV"'--' -' "''"' • 1 

In considering the paragraph '"tW cbimlttee aliso determined that the Goyern- 
men- 8 position TrersuB Industry's position with re'speot to general research 
V presented to the Material Secretaries and the Assistant Secretary 
of Def ense (S&LJ as an Issue with industry.' ' ' " ' ! • . 

15-364.340 appro7^4.' '..l.-;^ ■ /o 

l5-2b4.26c^ The second seniie^^^ 

"Such costs may include excess contributions to the extent such 
: . . contributions are claimed and allowed for Federal Income Tax 
purposes in the current taxiaVle ireap',* ' i-^ 

^^^ith this modifi cation the paragraph was appro-red. ^o'/<*^ i 



The ndrnt ctf 1±e;'ll/22/$S ;m^^^^ I 
follows: 

Item 3. C.^ 'i'^l^ ttevii^^ 2- SeStioni tV, ' ' ■ 

• : V Paragi^Jh lS^26Ui2U. 'the parag'rapK'was revised to read: 

"This itfem c&iisiitsiof 'the • ja-erat«o per^^n of •Qvertine,, 



either dirtftV?»^lftl5Wf««Pc«^^ ^ 

of overhead. "suCh pVaalums shall not be J^o^f «\ 
therein. Cost^ suoh premiums on <^rect labor are • 
allowable only to the extent e'HPres.sly provided for 
in the contract or otherwise .^^^^ 
Government. Cost of suoh premiums for indirect labor 
is allowable without prior approval, if "^^^^^j;^;' 
and the cost is allocated on a pro rata basis to com- 
mercial as well as Government work. See ASPR iz-^O* 
?or further information concerning the policy regarding 

such authorisation. The °f 4^ P^^^Jlf^^^'L 

charged on Government contracts shall be equitable in 

relation to the amount of suoh P'*^^^'^?^^*; 
on non-Govemment work being oonourrently Pf 
in the Contractor's plant and the factors whioh neces- 
sitate the incurrence of the cost. 

The minutes of the 11/29/55 meeting were approved with the f ollowi 
revisions t 

Item 2 - Case 53-44 - Revision of Pa rt 2. Section XV. 
Paragraph l5-2C)4.34b(i) was revised to read: 

"A proposed subparagraph c. presented by *he Staff 
was^considered Lid rejected. In li*^*^^':*?? 
Committee suggested the insertion of *Je follc^^ 
first parenlietical expression in the third sentence 
of (i) which would read as follows: 

"The allocable portion of 75% ^^J^^^f 
percentage as may be agreed upon and ^et forth 

the contract schedule) of the allowable costs 
of a contractor's independent general research 
(that which is not sponsored by a 00'^*'^^*°'^ 
grant or other arrangement) shall be allowed 
in^ll cost-type contracts under the following 



conditions I 



However, the positions of the Departmental 

with respect to this change was reserved, g ^955 



2i Case 53«44 ^ . ialon 6f Part 2y Section Xy > ])ie9 of a memorandum 
^rom the Subcommittee Chairman presenting revisions of paragraphs 15-204«25l 
^5-204.29c, 15-204, 34d and 15-204#S5 w^re distributed to the members and { 



i. iSi 



\ 
\ 

t 



,ieoillc anicTD^i^floo vd besiioriiyB e»xin«i*o no *rfin:rn: ' 

^15^Z04^25 FATEITT EXPENSES, ^ This item relates to such expenses 
as costs leading to the issuance of patents^ costs required to 
search the art and costs necessary to comply with invention 
disclosure provisions of the contract. The costs of searching 
the art in order to make invention disclosures, and of preparing 
disclosures and other reports, as required by the contract are 
allowable. The costs of preparing assignment and other papers 
in connection with the filing of a patent application by the 
Government and any piiifr^ upon the 

. Wttten authoHiatioii*;:Of the ■ oc'ntraoting officer. The cost 
. :0f research and development work is trisated in 15-204#34# 
(Seev.;alsocp8Ur^rkp]^ 1$^^^ 

As revise.d'rbhe paragrja^^^ .approved, subject to editings 

15-204%29o reading ^s,follpws»was approvBd: 

''15.204.29 PROFESS lOHAL SERVIGES - LEGAI,, ACCOUNTING, EIIGIMEBRING 
AND QTHSR >- ■'■■V^' !V'^ V ' 

••• . i \ \ ]. , .... , r- ■'■ ■ 

c* The costs of legal, accounting ajad consulting services 
and related expenses incurred in connection with organization and 
reorganizigLtioia; .def-en^ suits, and the prosecution 

of claims- against the .G^ unallowable* The costs of 

legal, aCGOimting and. co:nsul ting services and related expenses 
incurred in connection with patent i.nf ringement litigation are 
unallowable unless btherwise provided in the contract." ] 

15-204*34d reading as .follow^ .was ^ipproved: 

^15^204>34 RESEARCH AlID DBVBLOPMEKT .. 

d. ResBarph .and .developidn^^ costs (including amounts 
rcapitalized) , regardless of -the* nature, which were incurred 
in accounting periods -prior to the award of a pistrticular 
military contract,, will not be allocated to that contract 
unless allowable as. pre-. contract costs (Paragraph 15-r204«28)«" 



15-204*35 reading as follows was approyed: ^ 
'' l5-*204#35 ROYAL^TISS-^AT^ng OTHER ^ ro^^ FOR USB OF PATEv^TS. 



in 



CD 



This, item covers e^mounts.paidi pa^^ for the right to use ^ 
patent.s or iliv6rtb[t.ic^^ Wh«..re- the- such a patent or ^ | 

invention is necefesary for liie proper performance of the con- 
tract and where tha. iB^vari^^ already have a license 
or other richt to tt8e,>ut^ ^fpatont or Invontion, the royalties j 
MDortltation of tfeie' dost of fttrQlhiai^d''patont8 or other purohasod 
patoBt rights applloablo to oontraot pro4uicb« or processes are 

^losrablo to tho mx^%^^^t§nt^b§mr^UOi^^^ 

the contract or otherwise authorized by the contracting officer. ^ 
Charges for the use of patents, where the Government has a ■ 
license or the right to free use of the patent, or a patent / 
has been adjudioated to be Invalid, are unallowable unless 
otherwise provided in the oontract*** . Ce>^T'|^ NfeXT ^A(r£ 



; 2. Case 5>U4 ^ Revlslpxi of Part 2» Secttbh XV# Xhe CGnolttee considered 
i certain points in the S^cnmltiee driaft that required actton mibseqaenV tfi 
that taken the Cf«mittee in its 11/22/55 meetings These pdats cwer^ 
the following subparagrai^s I . 

15-803*5 * ISie paragraph ws reused and approved tc read as 
ftillowai ".. . 

^Ihe base period for ailcwation ef indirect 
eaqpensee noold be representative nf the 
period r\f contract perf^Tnance and fbould be 
Bttff^.cieritOy long to avoid Inequities in the 

I allocation of costs, bat in nn event longer 

I than the ooittractor « s. fiscal ye^i**" 

^ JL5-20U8 - The Air Fbrce meaber adviaed that the Air Force 

position for presentation to , the Material Secretaries 
en tiair prJbiem would be presented within one week. 

l5-20lu«5 K'-. . • ' ■ 

l5-20lu3S - A Bwmorandam. f r«a the Patents Si^KJCjiopit tee setting 

f nrth the 'views ^of the Pf^tttts Subebimi^ «i**i 
■ * Tefii>ect te theae partferaijhs was distributed te the 

I ineid>,ers. After a brief dlscassioh tte problem 

/ was retumed Ui> the Secticoi Sub(icJ*ii4ttee fer 

i farther eonaideratici in conJwcUcai with the : ' 

intents representatives of the three Departments. 

The Section' XV SjubcpiiHitt^ 

pit>ylde an Ijritexim rop<uH^ 

and a final report /tgr. J 3 '^-^^^^ 



l5-^20lu33b Twe aitenmtive proposals tO>^^^ b» cS 

this snbparagrapSi W9re«di^tributed by the Na-oj 
neidder^ After discussion the Cranittee adepted 



othezviee in ths ooatrant, rentals specified 
in sale awl leaee^beck-Qgr^esBfRfc under (2) 
abcve are allo^^ble oniy to the extervt that 
such rentalH do not eKceed nomal co^;ta 
(such as depr^ciati.onp t&xesj^ insurej'ce and 
raalntenanco expenses) t:>rne i^r the lessor 
whic-:>. woyld have been incurred had the 
contractor retained legal title to the 
facilltieso" 

l5-20Uo3l4b(i) - A prcpesed sabparagraph (c) presented by the 
St£f.f wa& consiiiered and rejected^ In lie^^ . 
thereof the Committee txi^erted the follow*-Tg 
first paieuthetical expression in the third 
sentence r£ (i), which reads as felloirss 

•Ihe allocable portion ef 75* (rr such 
other porcentjuge aa may be agreed uprxx 
azKi set forth in the contract schedule) 
of the allowable CiDsts of a oohtracttfT*s 
independent ge:ieral research (that \d)ich 
is not Gfpcnsored by a contract or grant 
or other arrangement) shall be allowed 
in all cost-lgrpe ccntracts under the 
following conditions 5" 

l5-20U»l5f - The Comndttee determined to jaace a period after 
the word, 'allowable," deleting the woi-cTu *uri?fiss 
approved by tbe Department concerned;,'^ sab3t!ct 
to editing, ^e ArsQr legsl member va;? requested 
to present revised phraseology for this paragraph 
f • for oonsideratien at the next meeting. 



l5«-203o3 Consideration of this paragraiAi was deferred ^nUl tJ 
ttBxt xttsetlng in order that the reacUon of the Small 
Business interests cculd be obtained^ |^Qy XrZ^ 



L The ttimtjs of the 22 Hpvenber 1955 meeting vere apprrred with tbe^ 

Item 3# Case S^AJU - Revision of Part 2^ Section XV, . The first 
sentence was revised to reads ' 



I 



"In considering the Subccnanittee report ef 1 Noveaber 19$S. 
and the m dated Amy iadlt Agency report, the suggesUon of 
B^fiir^e^ consider th^ repert w a p«ragr^ htiAa 



15-202,2 
15-2(!2,3. 
15-203 
15-203.1 

Subparagraph l5-20lu8. The first sentence ms revised t« reads 

"The Air Force neiii)er stated that the problem will be 
particularJy dLf -icult in cases iiwolTlng industries 
Irvolyed primarily in defense work, such as the aircraft 
imustiy. In those cases, contributions and donations, 

«T P'^^^^s^ puipeses will be made by the Governrint 
am not by the contracter, to such beneficiaries and m 
such amounts as is detennined ly the contracinr. Therefore, 
e * fv* position is for conUnulng the dlsallewanct, 
as in the present ASm," 

Sahparagraiii l5-20lul5. Ohe quoted addition to sulparagraph 

"a" was revised to read* 

''^g_^U i»atlop. of tfafi Grr ve rnment to Ind emnifr the 
cpr^vor wiiJL be allowaa'e only tc the extent 

!^^fti'',P'°"'^*^«^ for in the contract (for exanmle, ' 
see ASFR 7-203,22),« «.dfl^xe. 

Subparagraph 15^20^,18. A parenthetical expressLon was added At 

the end of 13ie first sentenee, as 
foUowst 

"(including the centractop's cnntrlbuted porUon 
under cost-aharlpg RtD centraets)," 

With this addition the ndaates were revised to read* 

*^0P*ed the STbcommittee position as 
S-isrlfled that the pr-rtion nf cost-^jartioipation ~~ 
conicracts not reimbursed by the Government under that 
contract not be allowed as a cost on other contracts," 

l5-2pU.26d, The penultimate word in the quotes was revised ta 
Jfead "reverslonaxy," 

l5-2Clt.2e - The second sentence of the paragraph on precontract 
costs was revised to place a period after the word 
coatract* and to delete the words "and may be 
United tt a period cf tinw as wen as tn the trpe 
and amount of such ctvsts," 

The oiiautes wwe revised to readi 



,«s modified," 




frtanla approach set fortfa in'the 
waft hut there was alsc a general ' 1^ 
feeling that, an appi;ep rLat« m^t^r^ 
«^f control be further «t3Cpiored. « ' : . 



l5-20l4.*27 -.The C?anmittfee accepted the draft as writteru'- 

1$-26U»28 The Oo^it^e iacce^ed the draft- as! wrtttea^ 

l5-2c4#2i5'; -^^^^^ aubparagraph "c^« the Committee 

ir r,. u., • v;" .^'^.l^i^ Jhe. post tioa of the Sub c $rani ttee that 

l5-2piij36.. The;^ . Jhe position of the V 

• >^ '''*^^SubcoiniTrfttee that ill profits and losses on 
^spositiGin- of plaht^re or other . - 

capital assets be excluded in cmputlog 
coatraot coata^ 



\^ ;j9^:te^^«wiari^ of^' those 

repohversiwa^ ^eftses'^^diich are allw appears 
the best melhod. of . assuring ;f air treatmeht rf 
... th^ tilteresis of 'thji jSwi^r^ and the Contractor^ 

lS^20h^32 The Committee accepted .the draft as written uith 
the eoccepticn ^at second sentence was revised 
to read as frlloWsi 

*It further includes.the costs of operating 
, an aptitude and educatirnal testing program^ 
travel e3q)en3e8 of en^lcyees while engaged 
in recruiting personnel^ and travel expenses 
of applicants for. interviews for prospective 
enploQnnent*^ 

l5-2dU»33. - With respect to subparagraph »b,^ consideration 
was given to the chLige recommended by the 
> American InstitutiB of AccoafttantsB Mr© Ruttenberg 
was requeued 'to draft ..substitute language for 
submission to t&ie Editing Subcnxmz4ttee 

l5-20lu3U - The Committee discussed at length the Subcommittee 
approach Hdth reject to general jresearcho There 
• was general agreement in the formula approach set 
forth in the draft but there was alaio a gejieral 
feeling that a dnllar ceiling be campled with such 
approach^ Usibg this as a bisisic concept^ the Staff was 
. ' 'requested to' develop a propoaLtit)ii-for further con- 
■ aiderati^pn# - • r^- ;• 

15-20Ja*35 - Die Coimnittee adopted the position* the Subcom- 
mittee that- payments of royalties to contractors 
^ould .be cirtnimscribed by contract provision or 
otherwise authorized by the tontraetiag Qfficerp 

15-204*36 - The question was presented as td Aether at least the . 

protection afforded the Government in proposed ASFR 
. i5-t202«l should not be provided* However^ it appeared- 
that the protection sought shchild be related to the 
."Xn^ctl^aS .6f Siiipplies and Correciidh 'nf Defects" 
. clause .(ASJR 7-«03o5c)^ The Amor teaber recommended 
that the S&Ltli^ Subcommittee gi.ve consideration 
to insertion of the word "consumer" 'after "'trainJiig'^ ^ 
in the pterase "and tr^ikng pet^nn^ri use/*, ^t. 

l5-20Uo37 - The' Cfimittfie acbept^ the di^t^^ e^ wiittto r ^'^o'^ 



X$«20kf 22 « ^ Committee oox^urred in- the reeomnendAtlcn tn 

include •accountants fees" Imraediately after 1 
;. >"attnrni^s fee" i^ the second sentence of the ^ 

■•,."■>'.". parigpiiiii* ^ 

I5«20li^23> %'e XSoBvdtte^ >ecept^ .th^ dra^t as- written^ 

l5-^Olu2U • ^ Cdmnlttee adopted the SubcoRsnittee position 
vittk 'respecyte identification separat 
shift premi\9 and o'vertineo Howe^r.^ the 
paragraph ms changed to read as foUowsi 

\ kJLa-^Ir^ HiamJI^ ^ mis item 

consists, cf the premium :porwion of eactra pay 
and Bulti^s iiif t paynent's enploy^s* • Socb 
. preaiums on direct iabrr maj be classified 
as either direct oi indirect labor costs^ 
but the amount of overtime premium should be „ 
separately identified^ . VHaen direct labor 
cost is the ba^ for distribution of overhead, 
overtime preiaiums ^all not be included 
therein^ Cost of such premiums on direct 
. labor are allowable cnly to the extent 
e:q?ressly provided for in. the contract 
• or otherwise autiiorized by the Government^ 
. Cost of such premiums <f or Indirect labiap ie 
allowable without piior approval, if 
reasonable, and the costive allocated on . 
a pro rata basis, to CfNonerclal as well as \ • 

governraent work© See ASfR 12r l02 frr 
further' Infoimatibn conc^erniog the- policy 
regarding such authorization* 7^ amount 
, of } overtime and shift premium cost charged cn 
Qovexnment ooxvbracts shall be equitable in 
relation to the amrunt of such premium costs 
charged oh non-^Goverment work beii^ concurrently 
performed in the contractor's plant and the 
f ac'^ors^ which. necesaitate the incurrence of the cost»" 



I5ri20l(a3ud until we. next meeting • - 

l5-20Uo26:- The.P draft as written 

with the exception of the following changes « 

s . '7 ' i5-aDU.2^ > ^ setoond -sentence was revised 

tn read-^asrd^ollowsi- • 

«Such ei^sts may ixtolude eoccess contributions 1 

made iii previ^ius years to the extent such ! 

" ; . o.ontrlbtttioJte ajte claimed, and allowed fcr * 

:^tiax ^urpAses in the-, current taxable period© 

"" • I5*»20l*e26d - The next to the last; sentence 
was revised to read as f oUowst 

; • * »If; a contzwtor has but oos or relatively 
... . feu. Government contracts^ an appropriate 
' . . . contrao t?ual provision jwy be used to 
the Govemnant's intereist bj; 
providlag retrospective accounting and 
. rgfmjd .of . aiy necessary credits e" 'r 

l5-20lu26e This subparagraph was revised to 
. refltd as f cllowss 

■ ■ -.^ . ■ • .-^ 

: •The allowability >>f costs of luiq? sum 
' purgihi^ses of annuities or of lunp sum cash ^ 
payments or periodic cash payaent s_ made ^ 
provide pension benefits fcr retiring or 
- .; retired enployees other than rinturred • ' . X ^ 
. . ' under ajsproved pension p3ans^ will be. O ^ 
. . . "" [ ; sutiject. -ttQ visideration cn an individual ?^ 
■ '.' .Vase ba* ' 



Pirt 6 of Section a, or '^^^^^j^uon «ith respect, to tl« 
Sc^nt lor use for tbe other » . «>aI&aaon^.f 

•oro-.osed directive soouo-^ x^ 

friia indA^stry on the proposed Sectioi*. consideration 

. s+t«e vas teouested to provide .a. report for cons. ^ 
./ The Subcommittee t»s reque 



a« 



Sin of tha te:.t of SecUon I67 of the Lv^rr^ 
^V^^ S?eieS to nruc" de,x.ciaUon, 




\ 



t p..^ ^ .spff^on J*. „ • • (fuscussed at 

Lcoirfttee, presenting' ihe sucjecL i^i^^^t^Sl^L "SlSe the Cc-it^eo 
Kngth. a>e report "f«i:jf!:3fSo^~C^aiting S.ie<^tt.e.^ 

diinotftoaUy (teta"!" «!S<>g2^^j jiiBsl 
redevelop the project alon^ tie iOlioxiB. 

"oioen" contractst . • ; • , :■ 

.Uh respect to t^e .assets ln^ ,^^gi-SeS^^^ 

m?firsta:idable in itself, ■ Ay^. . 1-^- 



a* 



X5*-20i*O8 -Jlie Ccjijrnil^^e accepted .the draft as wil1jfcori= ' r 
S^! ?JJ*^,Sttbc«mnittee consider revlslj^ ■ 
- . SSlbS^^ ^oeed:^ the S^^tion.; , 

^^•"^^•^^■-^.«.9o««^t^e:.9do^^^ 

PMiUon wl^th rej>ect,to ^; 
:Aad V^t o£ the y 

/ .15.20li,4c.-.^e Coranittee adc^^ Subcunraittae positien ^ 

.. incident to exhibitiohs* 
l5-20Uil Ihe C.onnittee accepted the draft «6 written* 
i5-20],;i,2 . Ihe Conurdttee accepted the draft as written with - 
S???*^'? K^** ^"DT «e»ber requested that ' 
^ ^ Editing Subccimnittee consider that line 5 cf . -• 

prcceaixre which provides for equitable results .. 

in this respecto"^ ■ ^f^^ « 

.15-2C4.1|3,V- The Cemmittee.. accepted the Wt as written^ " 

ticn l;rt°2*i:Slf b, S^iTilS^S^J^""^" -^^^ Ural 'consiSS- ' 
pissible. ' meetljig, out as soon aa 



/ 




I 



6. Case 53-I4U - rialon of Section X^^ the menit' g noted »Pies of ^ 1 
S^rmtS^ received xrom Indiisiiy on tiie proposed re.-sion of tiie subject I 
ST^X ^e^lueC^^ requested*^ Departeental members to toi^s| 
Sontteir respective 3^ibcoimnittee latoibers tte need for eacpedxtious conp]e tion 
of this project^ JUL 2 6 1955 

15/ Case Revision of A3PR Section Xy. ?!he meinbers noted an interim 

T)>bgres»" report^f rom the suli ject . SubeoBBqittee inclt^ed on the agenda. The 
^onmittee extended the tine fcer is final repbrt until. 27 October 1955. OCT 4*^955 



3. Case 53-lU - RevjalBn of Part 2^ iSeetiott Tim CoaaideraUon tt a report? 
fro/ the Section ST lixbcaBadii^if ^ $9^^nili)g .« reiilsion of Fart 2» Section | 
SV/was deferrad at the r»4M8t 6f W 9broa nenbur ttktil the aeeting / 
•f^22 Hovember WOV 8 1955 



3/ Case 53-iili • BgvUSien «f Ttot 2, Secjioa JC? . tn c<3ttslderliig tiie Sub- 
Jbnmittee report, the ' saggesUoa of ti» UhaSis tbtcjphsider tbe report on 
Z-paragraph bad.8 wb adopted* SIhe aet^ro Af t^ Cnnpittee resulted In thei 
frOlcwings •■ ■ ■ ' ^ ''' ^ V 

' ■ ■■ ^ ,. . ••- r •• ] 

15-200 • In' cftneidering the a^iwtigr T»b8i|l>5n: tJiat^ a etatenent 

be U^ol^3d^eA i>f) '■^^ jif t applicable 
^ to flxed-ptlc^ c^ntractey'lhciuM^ price 
J 're(^etezii44iMiiDB'pi^ presented as 

•to Whether it W n^^^^^ appiicatlon 
. - ; cf iiw prijaaipl^s to It 
was stated that a j^^^ate Part fer 3<)Ction XV will be 
developed to cover facdlltles' contracts* ^ Cnnmittee 
det^sirmined th^t 'the "Notes and Filiog Instroctions" 
6overii« tbe .Ai^ ijhang^ fiM^ 

shduld contain a note that the use the principlflts 
is not precluded in eonodcticn id th tacilitie^ 
contracts pending public aticii .that Part of Secticn 
XV idiieh idll coxrer f jacilities''e60traots* ' 



/ 



\ 



/ 



15-201 r 1^ Ccnndttee adopted ibe' Si;d>coiiimitt^ ^t 
■the new criterion "signlficaixt devLatim In tbe 
established practices «9f the contractor id4ch s^b- , - 
stantially increase the contract costs" is ' only cm 
. of the factors affecting, allowability costs and 
does not t^ke aiqrt^iiiif . aw«y f ti»e. epntractrr* 

5-202' • Accepted, the ;ttfaft is wtitten* - - 



\ 



15*203«2 --J>Lscaeslcn'eenteipe(i az^?ai^ 

"(including Independent research projects)*' as ^t. ,. ^ ' >^ 
, ; fArth in 15-W3t»2, the iir Po «V 
respect thereto> and the i«liit^cii8^p of %e phrase to ^ 
15-20lu3^«^ ' It was l^e detendM 
; that stal^'-phrase &o^d be deleted and' Ihat 
, ^(eee ASER l5^20li*3l«6)*: abdijCLd be in^rted in l^eu. 
th^«it». ^ Cdaid.ttee idLso ^ateinnlned that the ^ — \ 

/ second parenthetical . |ibra$e 14^.1^^ »(e»:lustve \ 
of overtin^ pr^ia)* lM44~be cdo^ ^ 
■(esfclusive ^ «v«rtito, "^eartra twy^ and aiati-e^ C/» «t/ ^ 
preniw)"* ^ • ^'^^i • -r:* '- 



coJerli* tto rl* of lose «■ <J«»«8»^W ' 

th^se cost elemexrbso 

, , 20lul6 - Ihe- Con^nittee adopted the Subcommittee position 
15-20IU16 me^ i^fceresfrbe an unallowable posto 

l5.20Ua7 - lhe:Qon»dttee accepted^tfie .^^^^ 
contractoo. 




^ 4*!r,^«« • The Air ForQe. m^er vitWreir ttie Jar 

. : ,;noo-il««»iii»T of thi <!«^ 
• - inventory ' valv?.o 



w * . 1^ gL^**^ discus the tirbpo-^tirn cf yihei^^r w \ 

H4 oi^-ibutif^n e»ensefe as related to sales oi w 
^be allowed, Tb^ Comrnlttee conclud^ Jj^h^- 

ISfl Sicussf^ the pri*OBltl<» tte a«Jl - 
bSSLm Mvlfl? to t%. Jl8d.8fcaat SewreUiy xrf 



general and adaUaistraUv^ expenses . was h^pful • ■ 
and should rein&in. ia the' paragta^, ■ 

1?-20^.S - 3he GoiinlttjiBe cojKurred la thfe Sub6f«iroitt^j- • , : 
15-20>»5 jne^^^^ there was ntf ir^onsislienpy oetween 
. 45 paragr^ tod J5^203<b). , The paragraph, was, 

• :. however j reidsed. -W-TOia M «*U,owe-» : r. -^ .Ti 

.. • >!tee We peii 

. ah^tild'fee representative; i>f_.the 

. - period 6f contract perforoi&iJce. and shruld : 

be sufficiently, long to ayold Inefjuities 

Jb the al3.oeat±^ iaf cost?*" , 

\ 15-20I4 - The Committee abceipted the paragraph as wrttten, 

* 15-20U.1 - The Crmraittee adopted the Subcbfflkttee position ^ . 
■ that the proposed instructions with respect to 
allowance of costs ef edvtfi^sii^ .Were n^t toe 
restri-ctireo « •. , 

i5-20k»2-5 - The Crwunittee accepted the draft as. .written on 
I ■ ■ ' these. paJfagraphse- 

l5.20Uo4 - The decision with .respect .t« the DOD position on 
profit .8h6ni« is expected within the near .future. 

35-20U*7 - Die ConniJittee accepted the draft as.wri±teni 

l5-20lu8 - The Air Force meober stated that b^ca^^^ 
^ : . had demonstrated the difficulty of controlUng ,^ • 
. these expenses it was the posi^on of ^the Mr Force 
. that bontxibutiOBs and xionaUpns not be allowable 

• as costs. The Air Force was .requ«8ted to present 
its revised" position to be' used in cpanecUon 
with the presehtatJ.on an itaa :f or vdecialon ty 

r : the Material Secretaries .arid the Assiatant > 
. Secretary of DffeSjse (S&Ii)# " ." 

l5-20lu9 - With respect, to subparagraph "e^- th^ Mavy^neniber 
» '"^^ uitixdraw the Na^ JalDCrlty..poMjy.f^^I» ?! 4 ^ 
disfiussion Which turned, the Coinniittee detenrined 
that the followtng should , be >nsert^ as the third ^ 

settteijce- in subpajrajgr9,i>h/"e«t. ;^ 

«^e renainiEg uiadeprecieted amount shall be ^ 
only me nonnal depreciation rooaining after c; 
the end of the 'true depreciation' period and 
Aall not include ary amount of unrecovered ^ 
normal cr 'true depreciation' allowable during 
I the 'tarue depreciation' periodo" C^'^ 

\ 3he Bditii« Subcommittee may improve vjtcti the '^r/h^ 

verbiage of the concept esqjressed In the insertion, 



'^rt. Of iieciSM iiSHi. *■ I 1 , n fiTi deferred «nta 

Interpretation .^S.f^^.'tS r«^«t -o 



*"*«'?'tSl*'^°?'°^rS°effeSS.litt resect to exietUg 
and IS-ZOS (o). It " Lit „ leeards eldstiag 

and Jutme contraote, ?f ^S'lS S^lleable in 



any case 
that a 



cost I 
and I 



paragraph :S^2.Wicibiii^ "^H^JJ^eS^ir-oSSSlSS ^ 
STme^ars. After dieo»«ion 3*!f^jS«5JS^S^?ara6rai4 
egroved. Ihe Oomdttee f"rtJMr "od^ ^^^^ ^^.rovSd the cAt 
l£-602.2. Subjeot to ttase «>^'|S^?%.™„S^Se ciittee concurred 

pretation, as approved, is q>ioted belowi 
' "35-602 - DepreciatLoiW 

I appllcabla* \ 

^^ <Ao.o - for De preciation* ^^^'^^^^^.^ 

gS^tioi (Xr thT ' t^e <i«^PWJa tion") as provided 
^ Sctton 167 of the Ihteinal Revenue Code of Igfe/^f 
ject tothe limitations set forth in paragraph 1^2.3, 
Shall be acceptable for contract wsting purgeea. 
Allomrces for "troe depteciation,* as giat term is ^cuiea 
SrSoolhstruction IODS.SU of 1 ^Sf^xSuSve 
accordance ^dth said Inatruction, and shall J® ®=^i!^-tg 

of tils Section. Meettog these tests W.?ff ^^^^J^ 
whether (i) the depreciation J^^.Jfs coSSg 

case is acceptable for tax purposes, and Jii; S« 
/ of defense-oohtracts'is on ahasis cons^^ 
/ casting of the contractor»s noindefense «ork and is so . 
' ■' reflected. la. its bpol«S ,aJ3d^ 5^ 



/ 



1# The minutes of the 12/7l/^ meeting wre approved with the f( 



First sentence ♦ Prior to discussion of certain issues in vhich 
positions had been reserved,, it jias. generally agreed that the 
follordng ;?ould be ^resented to the Procurement Secretaries, as 
a group, for information and resolution .^^Jhere appropriate: 

a» I^lajor differences vdth injiustry* 

c» Those areas in t:hich the Services are not in accords 

l5-20li,6 - Compensation for Personal Services* " ... *' ' . 

The Coranittee revieT?ed the proposal pf the Stbcoijimittee 
as contained in their jreport.' of December 15^ 1951; and 
agreed that the proposed subparagraph, (cj should be 
changed as £bllo-'s:- * 

l?-20li.6 (e), (f) and (g), ' / - ' ' ' 

The Air Force nonacceptance of the principle set forth in these sub- 
paragraphs results in classii^ring this 'as an is sue ^ (The issue, briefl 
stated, being whether contractor, payropftts pursuant to ' Profit Sharing j 
and Stock Bonus Plans deterniinecl by profits "are merely conipensation 
measured by promts and are alloviable for yeirabursement, or vihetlier 
payments pursuant to such plans are distri'jutioTn of profits sxd 
tterefore are not feiiabursable as posts.,) To be resolved \jflEe 
Assistant Secretary of Defense ^S&l; in con3{mcticn fiith tfe 





°; ^® of 1951r) on the erdVting pro.asions 

or section X7, It -..'as generally agreed that 'the iSTR pi-ovision 
remain unchanged, that a press release be arranged on the tooic 
^er in.orination to the. pu^Mc,. a?id- that contewporan eo-aslv with 
« release, appropriate, ins tructibns beSDromulgat^d to' 
field audit pe rsonnel* ., . . , * b « »« 

1^20l*o9 (e)'b; \ • . 

"ae contractor nay elect to u^e noriaal depreciaUon rather than 
.. .the "tiTie deprepi^U^^ as detemined .ly the .3m?Vie:fcy Facilities 
Board* However, the method chosen aft er such -determ inaitioA of 
«true depreciatLon" must be folloT.«d co;aistently throi'.diout the " . 
Hie of -the emergency facilities." . ' -•t^-c. ,- \ •; . 

■ '■ ■■ :■: : iSJ:- ■ • 

1^20li.27 (f) - Pension and Ret4i4nent Plans, • 
.After considerable discussion of: reversion credits 'and the methods 
by i*hich arrangements can be made -that are equitable to the Govern- 
ment, there t-as general agreement that the paragraph remain as 
witt«n, but that thq atte.ntion,of the Assistant Secretary of 
Defense, OASp (S&L>, and the Procurement Secretaries be dirscted 
to the c^fficulty of this issue. It is ^so to be e:n3l ained tliat 
pert of the draft t-111 be is3.ued as>an instruction, as it is n SF" 
a^pro:?r3.&te as a coat pxanclpie^ .the l\irw membpr arr^pH •!•» -^^v,^ ■ 
the issue, to De inclusive of mass severence pay, and :.or--ard 
copies thereof to. the .Armr and the Air. Force. 

15-20luijl - Taxes, 

^J^ ..'^^'' ^ Tiord ."taxes" of the .sllbpafagraph add 
^'including state income tSies'.'O i • ' ' 



^IjOi^l - Underscoring denotes change. 



JAN 4 



Tt Cese ^visidn Vf Sectidti iy# Prior ^^i^Q6a;S^ certain 
issues in ^ch poQz!iISS^^ l^e'nera!^ ihat 

the f oUoTTlDg loottld te . presented to'tJie Aspcvr^Mai Secretaxlesy 4g a gro^p^ 
for inforxnationi : ••••^■;^-.:..^.-r * 



a# Ihicr past xli£fezmce« A4th^ i^ 

b« Those areias . involving a- change trom tbe current ; I ' 
/ . JkSPR- p93itlbniVaad ' ; ,;. "'V*'' 

e^* Those areaa in td^ch we are not according i^ in<ix3tif ^ ^ . . 
the treatMh;^; desired. ^^^^ - - ^ • '"..^^^^^ 

The nesibers then CQi^inienced discussion of the foUowins subt^jsts^^aj^i . 

V iS^TOkJk - Cafeterias^ THnitlg RoonSs and Other ?ood Services* ' 

Principle .modipted and agreed to* . 1. • • \ . 

l5-^ll»6 • Compensation ibr Personal ServdLces# ' V* 

The Committee reviev:ed the proposjal of the Subcpmrnittee ; ' 
and agreed that the proposed sul^ikragraph (p) should be . / . 
changed as foUo^rsi ^ " ./\ / - - ' 

• at At the end of the introdoctien to subpara^aidi 
c»j change the colon to a cor.m aad add the 

follo.TdngJ^';..- • • ■ ' ■■ . ;. ..^ . . 

"in addition to ti»se set ^f 
siltparasraph Cd) {2^, (2)j <7)# and 

(g);belOWt" \ • 

b# Revise stt1;jpaxa:3raiA (iii) to read as follousi 

"for allo-:ance purposesjr. ths cost of stock 
options Tdll be amortized equally 
appropriate jperiod frpn the date the option ' 
is e^cercised depending upon \hd terns of the 
o ption asreemeht#". . ' 

The members accepted the proposal of the Subcommittee to delete the second 
sentence of iS^TDhmS (d) (2)i 

l5-20ib«6 (e) and (f)# The Air Forbe nonacceptanee of the ^t^rinciple 
^. set ibrth in these subparagraphs results in el0^fying 

^ . this as an issue (the Issua^ briefly stated^ l5eing 

whether contractor costs In Profit Sharing and Stock 
Bonus Plans are merely coiflpensation measured by 
proiitci and are allQwable for reimbursement^ or 
whether such plans are. distribution of profits) 
to be resolved by the Assistant Secretary of 
defense (SSlL) in conjunction i^zLth the Procuremait 
Secretaries^ DEC 2 1 1954 



1$-Z>h*y ^ (1) (iii) - Q^^ne^al Research. \ 

'■ ' '} 

15-20U« 38 - Severance Pay* ' i 

^ l5-20luUl - T?xes. 

The members further detenained to delete from the revision, loaragraph 
1^2DU«U0 - strikes and Lockouts - Expenses of. 

Hi addition to the above issues the Subconimittee was requested to , 
oU^-Sy tS i^Sg^ge contained in tiie foUovdng subparagraphs, | 

1$-20U«22 - Materials and Supplies. 

Subparagraph b - re discounts, and 

' subparagraph d - re pricing of materials in stock Tihere 
i buoparagr . yepiaeement cost differs significantly 

^. from book cost. 

^ ci+^ .-f «ry.-«sal presenting a depreciation cost interpretation giving 
enJ'ctToi^ r^r^^^^^^^ p^sented f or intei-i^ Z'J^^ 

the predication of the revised Section XV, was discussed .J^^^^^^^f . 
refe?re?^tf tL SecUon 7^ Subcommittee for redevelopment, .ath a request 
that a report be provided bjr 21 December 1^5U. 

The subject of clearing the proposed revision vdth *J«^^^on^ti^ner 
General's office v&s discussed. It was concluded that it ^^ould a hx^ 
dSole to i^ormally present a co,^ to the GAO at the s turs the 
prooosal is referred to industry for comment. NOV o 0 lyb4 

' ' DEO 2 ^364 B. 

j 3 DEC G 1954 

rnin' "^M*! - ^^^-^-r.'^^ SectlOif^T^ V"!f^F^ 
~It«m5. case 5 J iw p^^eip^ - ^ftt^T ii>"20U.lU ^rg^y^. i-'. 

Sharing, in the second paragrapn, was revised to rcadt 




BSubparagraoh e - Intorcompaiy or Interdivisional 
Salefor Tr'ansfers," in ll«u of subparagraph U 

The fl^th paragraph was >vised.to,read as follwsi 

"A Staff proposal ^esenUng a depreciation cost ^ . . 
interpretation siving effect to the n«^' 
legislation, presented for interia.us5^P|nding t 
tte prJmuifeition of the revised Section 3W, was 

/ dTscSSed It lensthtaSffilg^^^;^^^ ■ 

/ referred to the Section iff 

redevelopment, with a request that, a report be_ . . . 
provided by 21 December 19^,» ; tt - " ' 



i. '&e lAnutes pf the" lDA6/5t j»etiflj were a^^^ folloTdng 

* Item 2. ^ , - u. -p,,^.^»r, «f section ]^ - Cost PrUidples^ 
The last sentence was revised to read! 

•The Air Force tentetij^eay^^ 

3.jse cf golr.^. .or.7ard tmi rej^rved tha r^-gut to review 



I 

i 



nS"«eVra^/a'final Suo«)ii»nl^tee report is issued." 
- (Ifederscorlng denotes change). NO'*' " 
C^se 534;!; - Be.H.io. nf section r7, C«|tx^ct^ 

J;co°^tiSn S 1 d^^der fi'ed-px-ice contracts of <if -^^^^^^J/.V. 
1^5 SrBnt computed in accordance tith the Interxial Revenue Act of 19^1*r 
aijp. e4ui.j1.1env v„j- <Ti'^leated that coverage had oeen 

T&e members recognized the issue, ouu inoicaiea ^.nav i-u e caption 
cSsideved ty the Section XV Subcoirmittee in "ieveloDing Part U of Sec. ion ^ 
^^berf'^dll consider this Ifert at the U/30M »eeUng. „0V1 7 ^354 

S5"'aiSg tS^visiTto indust.7.;for coiment, ttese axe, ^ , , . ^ 

1. Issues in which the De iartaental positions 'are .tJi^:-*^ 

• SS^SiS ;S be resolVed hy the <;«^ttee -^Va sub^e<luent 
/ meeting, and • . '• "' '. ■ ■■] \ :. .*• • • 
i b. Issues where the Departraental ipoiltionS i^re/gte^^^ • 

• J^ch require resoluti«i )^.#o gsiste^. ^ . ..^ 
Secretary of Defense (SCi) in conjUBcl^^m^Titi^ tie ^ 
Procurenent Secretaries. .■ • /.'^y • 

The nembers vndertook consideration of the SubcbsMtVee 
hy pl?e JSues for i^ther consideration. aK»,are.d in the knowing 

subparagraphs t 



35^20luli - Cafeterias, Mining RoonS aid other • food S%rvibeS.:^ 




15-20U»6 f - Stock Bonus Planst 
a5-20l4#8 - Contributions and Donations* 

- Depreciatiozu 
15-.2DU*11* - Profit Sharing* 

15-20U*16 e - Insurance - Officers^ Partners, or Proprietors* 
X$-20U*17 - Interest and Other Financial Expenses* 

a5-20U*27 £ - Pension and ReUrenent Plans* (In connection idth 

this issue, the Kavy neinber urged that consideration 
be given to the deletion of pension reversion credits 
and mass severance pay from the cost principles, 
presenting the proposal of the coverage of these 
subjects to industry in a separate paper, stating 
that both these items were deleted on the premise 
that one offsets the other* HoiTever, if industry 
insists on one, the CSovemment will insist on the 



^ ■ ■ '. '^T^ fVintMet Cost PrlDdplfiS# The \ 

-u. Case 5>i»U - ^-^-^^ of Sertion ' ^V^^ -..>.|^.i. .'..AJ-^imltlael 

ZiuBsUng an extension of tto «^ 

1 reoort from the Section XV^suDCorn^Ue^ ,.reson^ B I 
1 revision was concurred i^^^^^J.^^f |^'^cesr^ureau and Cor^ands. | 
I securing conanents ^^f^^^J^jf^'.'ekveriy 1 August lo$UJUN 2,2 1954 ' 

Donartmental commen ts ar e to^e r^^^^""^: _ yj -.. . 

^Xmnittoe, vice Mr. A. B. Ihonias ,. AFiJID. , 1 ... 

conmlttcoB, vice Lt. Col.:H. T. CrltcBiOW, iiriu-a. 

' a. Should coats of profit shiriiig plana *?• :p .. * 

thHxtent recoim^nded tbe proponents in the 



report? 

b. ihoiild costi of sliocl^ bontts planr:1jr.»Mot»li^ V ; 

c. Should costs of independent research and deve3x)pnent.,j . . 

/be allovjablB? , \ 

Both a. and b. «ere ans^red in f^^S^^ 
directed tovmrd the faci that althou|h^^ pljne^ ^ 

rsj^nsSdJis^s^^ 

emphasized* .•:!.. o.-... . ^ . J."^' : . • 

With respect to issue e.. It i»8 '^^/^^^^^ to 

should be allovabJB if "applicable to tJur projuct^r product line. « «> 

/general Msearch," a division was laa^ as ^o^lowa' A 
(1) ilioiablB'**if ii) tie cbfritracto? »s .b^sipeal;. is * ; \ 
• . ^ ' JpedOTlnantJj epmercial (i.e., 75$ J>r norejf, \ 

work, (iii) the contractor sutiaits reports or 
wS'aScSillshed «Kl, (iv> the; oosts are reasonable. 

(2) If the contractor»B, business is, n&^T«K*Pi^ 
/ ^ ' eomn»rcial, specific l«Vision,i«i»t.be »^^^ 

/ SaStorlupfecpstai.Itws^ | 

^ Sgotiations f^sttiSh ooflts.b*,'tendl^4 P«»J^1^^ I 

£%a6hDepartaenb90*iiatvg?64tor-w^^^ |, 

be attained. ■ ■ ^i/. s.- ' 

Ito Air Poroe reserved the right to review tpth areas^fcen a final ■ 
Subeonmittee report is issued* opT2 6 l954. 



Case . HgvlslQa of Section 17 « aetCostP 
A 2 of &e proposed yevlfllon oi ! ii' ' 



23« 

of Parts 1 



^■MjibSs M eoon as tlwy beeoBO «fBil*Me. H0V2^^»3 



t 
\ 

i. 



nembers noted a of the subject StibccnitdtlM^K^sm 

3 and li of Ifae sobjeot revlaiOtt together with i2ie^ ooDsnentd 6f Hie 6f£Lce of; 
|he Bepul9' taptMller for Aoeomld^ (10)^ OQQiiO&g ibb O^tri^ei 

^slfiQn Htl^ reepeet to the iesoM nwesoJ^J]^ 1^ 3jab!^$ip^ -Co^ 
Mderatlon of tbe xepo^te mve, dafwred f)i8ndUij^ 4kfSreio$tt^t"of &^a^ 
nenta), positive tdtbxe^ect to Jth^ 1953: 



It was agreed that the ASHl Oonntttee ehooLl lamedlateiy unaeiTawi # 



( 



1 



a» Recasting of the fltSbcorad^ repori iH. <the ftxnat ©f *»» 

Deletioif Of tha liplelflg accduildag data* . - 
e* * ThB lOTlsii to be- applicable onlar *o cost-type t««rt^*»» ^ 
ti. Upon tsimatffctoir of the cost ptlnci^ for 

^ ia«a-pri6e cbntracto. . 

.task .«s assigped to the Wfxo^Xf Sabcoainittoe jfbr ac^^ I 
The nembei. «eie farther* -ivlsed *»» J?»«S5^S* 

■ \to cowplete their assignnent cn an expedited \»jlBe PtB 8 



S ©aLnan read ^ Ue awabere a ""J^JiJ^J J^^Sa Director of Procuremeat 
S-cSTani Coatraettag policies "•'^'^SeS^xSached by a panel of \ 
fp^cSon Policies, ^i^?:2•2ti^t^fA:S^S sTcretaxy of Defense \ 
^ and Services «PX"Si^S5»S^f ttei^oa to. SectKa W. > copy of 

Mi^^^a^'"^^^ ^"^^ — _ 

.rs e:5>ressed ooneem otg ^^^^^.^^^^^^tLt 
Sbbeenraittee and disetesed the feasibilitgr Of """^ 'S^^—xw-T^^iXL/jk. 



"^^^^ / W - rmtr-* PilnciPlw* 

Bavis^"" «^ aectioo ^ , nj, j | n i I Tl i i ' > 
"awabere a aaaoraabA signea oy 



4et» >o«wd 



•Cfeot«« 



l,^ " ", ' ^ Q«-+A«n yv - famtraet Co st Principles* During 

5. Case 5>J»U - Revision of SectJ^ en XV Luxaiu uli Hi jni l j developea 

tho TsS subcommittee, tt.oCc^ttee»^e« ^^^^^ 
,,XV^bcc»»aittee.had ^aid^J»J^^ ««,3pted 
The limbers. -verejftotJier i^ included* Hltb atoor nodifica- 

the report in wbstenoe and; that tt f^^.^^"^*,^^^ agreed tiiat in 

Smei do«» art liDly CcwdttM a»r<ml. MI6 11ia53 

■n* Case 5VliU - R«.>.4Aon T7 - Contract Cost Prin.3i.3l9S.: Pie 

lU case >>«u ILtents SuLccmmx-s iee connaenttng o.n the \ 

vmS^TB noted a '^P<»^/f?» 2? JJJ? , vdti a B^jppleaiaital . . 

SS?ttm1S'pa?2?^ jStSSSe St^i IT^J^ember 195j?^ch the i 
^fh£^S^^ tlTsecttonXy Subconnittae for 5 gg^|fagc^ 

17* Case S>^ Revision of Section TSl^ ^ — \ 

f / Jbe Bwtow liotad Part «f Beetle© OT^ dteveloped % the ; A 
(I Subconalttee, vtdch was forwarded to the Departaentje ttr 

coraients^ ^dth a request that conrmente be presented hy • - ; 
.a October 1953t .. . 



Oonslcteratloxk 1he Iseae ms to idie^ih^^ XT should r t. 

te incorporated In price jndeteziidsnatlopjblauaeB on a H 
mandatory or optional basis vas daferred mtll the next J 
neetlng at the request of the Office of the Deputy Ccnptroller » 
for Accounting PoUegr^ OSD» . OCT 6 1853 



ii# Case 5>JJi RevisioiB of ^ebtlon xy» The -Section Subconi^ilttee enteral 
/the meeting for discussion of the problem/of iJhether Section X7 should provid^ 
^ for the soedfie inclusion bgr contract provision of the revised coat principles 
in contracts containing price redetenainatlon or Incentive provisions^ ,Zt was 
deiennihed to reserve . action on this issue until- the Subconmilttee could present 
specific contract language for consideration^ 3Jie tentative conclusion ifaa 
that the clause should read lhat the prind-ples were .a->plicable to aich c<a>- \ ^ 
Iracts as a guide on3y» She changes and the clause are to be presented for | i 
^n4<ierin^ ai ^}»10/2D/S3 meetings 1 3 ■ • . 



± fiase 53-lili - ■BevieioP of gectlan Ito lb» 3f>ctim X? BubccBBiitteo • - 
Srbered the aeeting for tEs^isslon of ibe problaa of itoethar the revised; I 
fction XV would be incorjiorated'tsr reference in all price redetenniijatLw \ 
aitd ineenttva elausae Ifi «hat «f eontrect proviaiett /wm . ' 
appropilata tor the purpose. After a prolonged discussion Vitt *e flnnbera 
of the Subcomnittea and a representaUv© of the Deputy COBptroller's Office 
«te Ccnmittee detendned ttat tliare no irtfarw^e :tip fiecttoir T7 in these 
*5a8es," Bie C«q)tp6ller»B'r^x»sa«*ttTe (ttd lot' tio^i^ »rf.th Ihe Ceairaittei* 
fccisipn* Ihe pzvpoaed iiwsSing to aeoeii^Jliijh tULfi ©oneept-wais ^»roved by 
itbe BBtoberBt A special Qpoup was ^signRtwi to «et Ibrth in vwitlng, 
subBttottatlon on the ^porttion lte no»i4nclUBi<« end liie reiafesentetive 
of -the Deputy Conptrollar>8 Qffiee vill provide hiB^wittien visits for 
mandatory inclus;ien« These doonmente vdH vltuaateljr be fontardsd to a 
higher for resolgtton •! ttie lssus»^^^,.' i^^^ * • i 

/ litnbvs dasienat^d to the SpSctai J^Hl Qiroap to develop Ihs Comniittee » ^ 
^osiUm werei ; * " ^ 

Jailer - Brig, Gen, W, R, Allaiv 05 J^Jt ^^^i^"^ 
Jevy • lir* IS, Baxmeni^ ^haiznanl^ 
I. - • Col. 'Biosa V« Ibran* iFHFS- u 



divided in the fbllo«ing ordert 
a* Parts 1 and 2, and 
b. Part 3* 

^ ..bers .esi^ated to the 8ubc«««ittee to underta^ stuc^ were. 

MB -Mr. H. H. Gallnp (ChaiiTO^ ^ 
Aw«r • (Proc.) It. Col» J» M» Railing, w 
^ S^^ting) (TO be designated^ 

Mavy • Mr. E. T. Cook, SfiA 

Mr! A. C. SawalUsch, ONH 
> AF - Ul H. T. CritcKLow, AFMPB 

1 OSD - (To be designated) jy,^ 9 1953 

^. case - ^v^^i^fe^^t^^rS^^ 
represenUtlm to the aibjeot Su bcolttoe,, JUH x 

Se Subcfln»4tt«e,-p3^^^|^^"SSi to rerdae Section W. 

of this Revision^ JUL 7 . -^^ 

IV Case - Rev isioTofl^ tjon ly -> Contract C<='»^^f^-f^^ J^,,f 

J±bers noled d m^^ahd;«u irora ihe Chairman oil Lixe Sjc^on^v^^jbc^mittee^ 
^Mch recormnended that paragriph;i5~3W^ 

ittee for consideraticn pn-en «kcceXerated basi?, ^11^ 
Sferred the problem to tixe Taac Sul?committee for J^'^'f^^S?. 
reconinendation, vdLtii A request that, a report be provided bST B/WS^•^ 





IMMEDIATE RELEASE 



MAY 12, 1955 



NO, 456-55 
LI 5-6700 Ext. 53201 




DEPRECIATION PARAGRAPH INCLUDED 
IN ASPR COST INTERPRETATION 



A cost interpretation paragraph^ relating to depreciation, will 
be included as part of Section .XV of the Armed Services Procurement 
Regulation, effective June 1, 1955j Thomas P, Pike, Assistant 
Secretary of Defense (Supply and Logistics), announced today. 

The new paragraph, 15-6C2, which will be published by the 
Government Printing Office as Revision of the ASPR, follows: 

"15-602 - Depreciation . 

"15-602.1 - Applicability and Effective Date . This cost inter- 
pretation pertains to ASi^R 15-204 (dj, 15-205ib; and 15-205 (o). It is 
applicable with respect to all cost -reimbursement type contracts 
placed on and after 1 June 1955 and, also, to all existing cost-reim- 
bursement type contracts not completed at that date except as to 
predetermined overhead rates or fixed amounts of overhead which have 
finally been agreed upon for particular periods. However, the fore- 
going sentence does not supersede any express agreement in writing 
that a different interpretation shall be applicable. 

"15-602.2 - Allowances for Depreciation ^ Allowances for depreci- 
ation (other than "true depreciation") as provided in Section 167 of 
the Internal Revenue Code of 195^^ subject to the limitations set 
forth in paragraph 15-602. 3^ shall be acceptable for contract costing 
purposes. Allowances for "true depreciation", as that term is de- 
fined in DOD Instruction 4105. 3^ of 1 July 195^, shall be in accord- 
ance with said Instruction, and shall be exclusive of' other methods 
of depreciation with respect to the assets involved in the determina- 
tion of "true depreciation." 

"15-602.3 - Interpretation . Depreciation computed in accordance 
with paragraph 15-b02.2 above is allowable provided it meets the test 
of reasonableness and allocability to defense contracts and other 
applicable provisions of this Section. Meeting these tests may depend 
upon whether (i) the depreciation allowance in the particular case is 
'acceptable for tax purposes, and (li) the costing of defense contracts 
is on a basis consistent with the costing of the contractor's non- 
lefense work and is so reflected in its books and records." 



END 



1$ August 19^6 



mmASBu:: ?or.: cHAiirA:!, aspr coistttse 

SUBJECT: Case :^3-U; - Section XV - l5-20U. 2 (aa) 
Training and Educational Costs 

Pursuant to Item 3 of ASPR mnutes of 7 August 1956, the 
Editing Coitmiittee has' edited the subject mterial, as set forth 
in Tab A. 



C. W. Wilkinson John Green ff^po;ce S^ber 

Lt. Colonel, JAGC . ija^n/ Member Axr .orce .le.oer 
Chainnan (absent) 
Amy Member 



Incl: Tab A 



DEPARTilEKT OF THE NAVY 
, . OFFICE OF NAVAL MATERIAL 

WASHINGTON 25,D. C. 

M36/ACS:11 

MEH0 RAI3DM FOR TRE CHAIRMAN, ASPR COICilTTBS 

Subj: CasG 53-liU - Special Subconimiti: ee ASPR l5-20U.2(bb) 
Training and Educational Expense 

Ref : (a) Report of Subcommittee of 12 July 1956 

End: (l) Proposed language for ASPR l5-20U.2(bb) 

1. Reference (a) was considered by the ASPR Cow^oittee at their 
meeting on 31 July 1956. A number of rccoramGndations were made 
which the subcoinnittee has endeavored to incorporate in 
enclosure (l)» . - 

2. It is probable that subparagraph e of enclosure (1) will also 
be included in ASPR. 15-20U.3 - Unallowable Costs and referenced 
back to ASPR l5-20U.2(bb). 

3. The enclosure has not been coordinated with the Office of the 
Secretary of Defense, Office of ^lanpowcr Sup ly, it being the 
understanding of the Subcommittee that the ASPR Comiittee would 
do so. 



A. C. Sawallisch, Chaii 



rman 



Committee Members 

Mr. Paul il. Southwell, AFMPP 

Mr, Thos. B. Worsley, Armj' Ord. 

lir. ¥, L. Latta, AFAUD 

Mr. James Ruttenberg, NAVCOMPT(CAD) 



l5-20Ut2(!bb) - Training and Sducational Expenses 



at The costs of preparation and maintenance of a prosram of instruction 
at non-colle.9je level designed to increase the vocational effectivenss of ^ 
employees include the salaries of the director of training and staff, train- 
ing materials and textbooks when the training program is conducted by the 
contractor; and tuition, fees, training materials, and textbooks, when the 
training is of a non-college level in institutions conducted by other than 
the contractor. Such costs are allowable. In both instances, costs may 
include salaries or wages of trainees during r egular workir^ hours, 

b* The costs of part-time technical, engineering and scientific 
education, related to the job requirements of bona fide employees, at an 
unier-graduate or post-graduate college level are allowable as follows: 

It Tuition, fees, training materials and textbooks j or, in lieu 
of tuition, instructors* salaries and the related share of indirect 
expense, provided tiiat the sujn thereof is not in excess of the tuition 
vAiich would have been paid to the participating educational institution* 

2. Straight-time compensation of employees for time spent attending 
classes not in excess of a total of 156 hours per year where circum- 
stances do not. permit the operation of classes after regular working 
hours. 

c. The costs of tuition, fees, training?, materials and textbooks (but 
not subsistence, salary, or any other emoluments) in connection with 
scientific ancT engineering education related to the job requirements of 
bona fide ernioloyces, on a full-time basis at a post-graduate college level 
for a total period not to exceed one school year, are allowable. . In unusual 
cases T*iere required by military technology, the period may be extended* 

d* Maintenance expense and normal depreciation or fair rental on 
facilities owned or leased by the contractor are allowable to the extent 
that such facilities are used xinder programs falling within a or b, above. 

e# The costs of training and education of other than bona fide 
employees are not allowable* 

ft Grants to educational or training institutions, including the 
donation of facilities cr other properties, scholarships or fellox^ships, 
are considered a s contributions and will be treated as provided under 
ASPR l5-20l4t3(c). 



Enclosure 1 



5. Case 53-^ - Section X7> lS-20U2(aa) ^ Tralnlre ani Educational 

Costs ^ A report from t> Editing Subcoirnnitte*^^ dated 1 
15 ^ st 1S>56, presentiig an edited verw n of the subject material was I 
lippioved by the Committee with the followirg minor motiLficat-.oT?-* * J 

* lS-20U>2(aa) (2) (v) was revised to delete (a3 and (B). 

ihe semicolon appearing after (A) was chai^ged to a comma' 
and the word "and" was added at the end of the paragraph* 
With these modifications the paragraph was redesignated ' 
as (iv) and the existing paragraph (iv) as paragraph (v). 
deletdLng the word "and" at the eixi thereof » 

The members were advised that immediately following ASER approval coordina- 
tion of the paragraph would be undertaken by the Staff by memorandum with 
the ASD (MScP). 

The subject of industry coordination was discussed, T-ath the" Committee 
recomend.ins that industry be afforded an opportunity to comment, inasmuch 
as t>?.c paT-;,raph covering Training and Educational Costs was marked ' 

I^s-rj-^ in the draft of Section XV idiich was forwarded to induscry, i 
^otir..^!i.3+.anding this recommendation, the Committee concurred that formal / 
soldo" cation of industry comments on this paragraph was a matter for / 
decision by the Staff. AUG 2 9 1956 ^ 
I- * . 

U Case 53-lili - Revision nf Part 2, Section XV> The CSD meniber reported that 
tae ilateriel Secretaries have recommended the allowance of coste f or help-w^ted 
advertising and adxrertisixs in technical publications and that ttiis, plus w ^ 
rSISSlroblems, is beiig resolved by higher echelons. A further report \ 
idll be made by 6 tlar 57 • ^ » 



3^0 Case p-hh - Revision of S ection 3nr. Part 2. It v/as noted that thii 
OTpClen is being consiaerea at higher echelons and that a further report viill 
b^madeon5 Jun57* \ 

Case |3-jjli - Revision of Section XV. ?art 2. The members concurred in t^ 
requester the Staff for an extension of the reporting date to 3 Jul 57. 



(5 Jun 57) 



th^ 



(10 Jill 57) 



CMffl 53-Wi - Revision of S^" ;^' YV.'^T^-^-m,^ , ; y;:- -7- ^ 

action this c ase iiad been suspeSed penS^^ ^^ Wn^^"^ reported thift 
the single set of cost-pilncinles C^Jf^T?*? °^ ^ e^^ort cn . 

panjdng the single set, SSS S SecStt^t °^ transmittal acc«i-- 

were diptribated to thi meSerToSv f?^ <^ Defense to the three Departments. 
U^jTI? meeting, «w nanbers only, A further report win be given at to? ' 



(17 JbI 57) 



iMrther action o a ' ^art '^, Sect?^?I? Il llV ' ■\ Chainnan reported that 
current efforts to publish the "'''?*«^lated, as a result of 

Aw Legal member s^gested tJa?TSerir*T f P^nciples. iS 
closed. The members concurred In tiJ^ If information the case be 
is Closed. = ^ suggestion and, accordingly, the case 

- • (U Aug 57) 



3. Case ^on IV ^ l$--gOli.2(bb) Training am Educational Expenses , 

the Conrnittee considered a report frcan tbe Special i>ubcramittee, dated iVAugust 
.1956, covering the subject paragrajA on trainii^ and educational expensed* 
. After considerable discumlon the Subcommittee report was modified as quoted 
below: t- 

"15-20^2 (bb) Training and Educational Senses 

a# The costs of preparation and maintenajice of a program of 
instruction at non-college level designed to increase the vocational 
> effectiveness of enplcgrees include the salaries of the director of 

training and staff, training materials ani te.\'tbook6 %ahen' the training 
^ program is conducted by the contractor; and tuition, fees, training * 
materials, and textbocke, %lien the trainii^ is of a x:on-co31ege level 
in institutions conducted by other than the ccr-tractcr* Such costs 
are allowable* In both instances, costs of salaries or wages of * 
trainees during regular working hours are allowable* 

^ b« Bie costs of part-tine technical, engineer5.rg and 

. scientific education, at an under-graduate or pc&t-greiuate 
. .cc?J.ege level, related to the job requirements of bora fide 
i employees, are allotrable as follows: 

1. Tuition, fees,' training materials and textbooks; 
or, in Heu of tuition, instructors* salaries and the 
related share of indirect expense, provided that the sum 
thereof is not in excess of the tuition id?ich would have 
been paid t-» the participating educational institution* 

2» Straight-time compensation of employees for time 
spent attending classes during working hours not in excess 
of a total of 156 hours per year vrtiere circumstances do 
not permit the operation of classes or attendance at 
classes after reg\ilar vjorking hours© 

c. The costs of tuition,* fees, training materials and 
textbooks (but not subsistence, salary, or any other emoluments! 
in connection idth scientific and ei^ineerii^ education on a 
full-tiirie basis at a post-graduate (but not under-graduate ) t 
college level related to the job requirements of bpna fide' 
employees for a total period not to exceed one school year, 
are allowable© In unusual cases viiere required by military 
technology, the period may be extended* 

d« Maintenance e3q>ense and normal depreciation or fair 
rental on facilities cwned or leased by the contractor are 
allowable to the extent set forth in (k) above, (e) above 
> and (t) above, respectiveLy© 

e* ihe costs of trainix^ and education of ether than bona 
fide «i(aojm8 are not «UoMbla*^ ^^^.^^^^ ^ 

t^ ' Qn^te W aduoational or iarainii^ Innrtitetibns, Including 
the cbna a dD gft fMiKtfaiajgr ^Hmr j at n^i tU s,^ <g<bolarsfaips -or 

fellwT^ps, are considered as contributions and will be treated * 
as provided uz^r ^FB l5^0U«3(c)«fi 

The report was referred to the Editing Subcommittee with the request that an 
edited version be presented for consideration by 21 August 1956» In the 
Interixn the ASFR menders will dear the proposed paragraph within their 
respective Departments and the Staff will m^ertake coordination with the 
Assistant Secretary of Defense (Hanpower and Personnel). !ihe Committee 
further determined that if the paragraph was cleared in time, it would be 
inserted in Section XV for issuance concurrently with the printing of that • 
^ section* The Chairman further advised the medbers that the proposed paragra 
probably i»uld be presented to the Procurement and Pi*oduction Industry 
Advisory Committee to secure an industrial reaction* 

In conjunction >7ith the above paragraph, the subject of the allowability 
of managenient and executive trainii^ costs was discussed aixi deferred without 
action to modify the above paragrapho 

In approving the aboi'B paragraqph the Committee considered and rejects ' 
the concept of alloT(dr*g full-time salaries for bona fide employees on a p rj) 
full-tiiuB basis at post-graduate college levels. 



J r tf-s i7, - ..^^ston of Section XV - Part Z Parc».>*ph l^-2Ci.2(u), 
9u Case 53^Ui '1^: i^avy legal Tnember called the ^^^ j ^ 

aUntlon to a dii^™ f^/^^rSS' SSf-S/'sh^lf aS ^ 

in paragraph ^^-^0k.2in) ^^ r^^^^ 

imlti-shift prenaums. To ^^^^^^i, for the vwrds "othend^s 

the substitution of the SrparaSaph! X Comrattee 

Authorzied" appearing in the fourth ^.f^^^P^'^ISor approval'' in next 
•>urcher approved the deletion of the words "wxthout prior approvax 
"io the last line of the paragraph. AUG 7 1956 

3« Case 53-ItU - Revision of ASPR 12-202' to Conform to Proposed AS PR 
. 15-20Itf.2 (nj - (Overtime. Extra-^ay Shift and J^iiilti-Shift 

/ Work), 'She Na^y legal menber called the Committee's 

attention to a further change required in the subject paragraph in vievr of 
laie changes approved at the 8/7/56 meeting in paragraph l5-2oL2(n) to 
reM^e an inconsistency between the two paragraphs. To correct this situation 
tW Committee approved the substitution of the word "approval" for the wora^ 
"adthorization" as it appeared in the second and third sentences of subparaX 
graph (h) of the ASPR minutes of 17 July 1956. AUG I 4 1956 



I 



12 o Case Sd-^hh - Revision of Fart 2^ Section XV ^ Contract Cost Principles ^ 
Th/i Commit tefe considered a report from the Section XV Subcoinnittee, dated 
36 July 1956^ presented in response to a report from the Tax Subcommittee 
^ated 21 June 1956© In considering the Section XV Subcommittee's report 
vjith respect to the three questions raised' bfjr the ASPR Coimnittee and the 
Subcommittee's suggested treatment thereof^ the Committee disagreed vjith 
the Subcommittee's clarification of the first question and reinstated the 
previous largviage under subparagr^h (1) to read; 



/. • ©and which are paid or accrued in accordance with ^ 
generally accepted accoujiting principles are allowable. 

The Committee further revised the two sentences following (2) (ii) to 



read: 



\ 



/ 



"Reasonable cost of any sach action undertaken by the 
contractor at the direction of the contracting officer 
are allowable^ Interest and penalties incurred by a 
contractor by reason of the nonpayment of any tax at 
the direction of the contracting officer or by reason 
of the failure of the contracting officer to assure 
timely direction after prompt request therefor^ ari" 
also allowable*" 



The Committee concurred in the Subcommittee report concerning the other 
questions© These include retaining the present language of subparagraph 
(2) (ii) Tdthout change and the addition of a proviso provision to sub- 
paragraph (3) as follows: 



/ 



"4 * e ^ provided any interest actually paid or credited 
to a contractor incident to a refund d tax, interest 
and penalty shall be paid or credited to the Government 
only to the extent ttiat such interest accrued over the 
period during which the contractor had been reimbursed 
by the Government for the taxes, interest, and penal ties#' 



/ As revised above the Committee approved the changes for inclusion in 
/Se 



\ 



^Section X?, AUG 1 4 1956 



3. Case 53-1:1; . Section XV - lg->20l^,2(bb) - ' ni ng and Educational Exnens 
A report dated July 1956 rron the Special Subcorrjnittee established to conside 
the subject problem was discussed at length. The discussion touched upon many 
facets of the problem, such as whether the proposed anoi-jance of training and edu- 
cational expenses was in keeping with the National policy or merely a question of 
the "cost of doing business" in the present economy. It was pointed out that many 
commercial concerns have established programs for the advaacexaent of their engineer- 
ing and scientific employees by supporting their education in after-hour classes 
end, to seme extent, even on a full-time basis at graduate schools. It was further 
pointed out that it is the President's policy to promote training, particularly 
higher training, starting at the high school level. In addition, the members were 
advised that the Hoover Committee had recorrunended Governmental support and training 
to encourage Governmental career employees. To some extent, the iirmy and Kavy arh 
jnow using this practice for certain- selected employees. 

1^ The Committee then undertook consideration of the proposed paragraph contained 
in Inclosure of the Subcommittee report, in conjunction with the other inclosures. 
The paragraph was approved, as modified by the Committee, subject to editing as 
folloi'JS: 

•a5-20lir2(bb) - Trainin g and Educational Exoenses 
1 ^ ^ ^— . 

\ 8. Preparation and maintenance of a program of instruction 

designed to increase the vocational effectiveness of employees 
include the salaries of the director of training and staff, train- 
ing matrrials and textbooks, when the training program is con- ' 
d'licted by the contractor; and tuition, fees, training materials, ' 
and textbooks, when the training is of a non-college level in 
insti -cations conducted by other than the contractor. In both' 
instances, ccsts may include salaries or v/ages of trainees during 
regular T-7crking hours. 

b. Part-time technical, engineering and scientific edu- 
cation at an under- graduate or post-graduate college level 

related to the job requirements of the employee as follows; i 

1. Tuition, fees, training materials and textbooks. 

2. Where circumstances do not permit education after 

paid working hours, regular employee compensation * 
is also allowable for instruction not in excess of ' . 
a total of 156 hours per year. 

c. Tuition, fees, training materials and textbooks (but 
not subsistence, salary, or any other emoluments) in connection 
vlth scientific and engineering education of bona fide employees 

on a full-time basis at a post-graduate college level, related \ 

to ihe job requirements of the employee, for a total period not t 

to exceed one school year. In unusual cases where required by [ 
milifdiy techztol^gf^ the period isay be 4Nete&ded« 

d. The c cists of traiMng and education oT other than 

'\ bona fide employees 9 including scholarships and felloirships, 

are not allowable." 

^ne Committee also noted that it may be necessary to include an appropriate 
cross-reference to subparagrar^h (d) of l5-20l4.2Cbb) in the listing of items of 
unallowable ccsts. 

A further question was raised with respect to the treatment of costs 
occa^^ioned where contractors established' schools at their o\m locations on the 
prenise that such costs oujht to be covered hy the above paragraoh. As these * 
costs Tjould involve both facilities and facultj^ exoenses, the question of how ^ 
such '.costs would be treated was returned to the Subcomittee to draft anpropriote 
coverage. for inclusion in the above paragraph 15-201. 2 (bb). Tne Subcommittee was - 
requested to provide a report for consideration by 7 August 19^6. JUL S 1 t956 



11. Case 53-I4I; - Revision of ASfR la^gOS'to ConfQrm to Proposed ASPR 

15-20Iu2(n) ^ (^ertime> Extra^Pay Shift and * ^ 

I^ti^^Shift Work)^ The Coiimttee considered a report fvoic 
, the Editing Subcorranittee, dated 21 Jiane 1956, presenting an edited version of 
'the subject material. The Committee modified the second and third sentences 
of subparagraph (b) to read as follows! 



• • • • 



.:."Cn cost-type contracts, and to 14ie extent 
required by the contracting officer' on redetezminable 
and incentive fixed-price contracts, however, an 
authorization from the Government for the use of ^ 
overtime, extra-pay shifts and multi-shifts must be 
obtained to sustain the charge of any premium labor . 
costs tn the contract. Such authorization should ' 
generally be obtained prior to the use of overtime, 
extra-^pay shifts and multi-shifts." # . ♦ . 

In the last sentence of subparagraph (b) the word "required" 
was substituted for the word "desired." 

In the title of paragraph 12-102 the word "Shifts" was 
changed to read "Shift" in the phrase "Extra-Pay Shifts." 

As modified, the revised paragraph 12-102 was approved for printing , 
concurrently with the printing of Section XV. JUL 1 7 1956 

lis C^-tse - Revision of Section XV ^ Cj^ntract Cost Frinciples - 

Part lo The Comroittee considered a report, dated ^6' July 
from Lhe Editing Subcoirjnittee presenting an edited version of the 
revision of Part 1, Section XV. After considerable ditjcii salon, in which 
several suggesJ-d.ons were presented for revision of paragraphs 15-101, 
15-102^1 and 15-102^2, the report was returned to the Editing Subcoitiioitbee 
for redrafting, with the request that a revised report be presented for 
consideration by 31 July 19^6^ A further suggestion was made that when the 
re-Tised Part 1 was published a change was reqirlred in paragraph l5-502(&) to 
replace the comma T-ath a period and delete all material folloxri.ng the coiTina* 
The Committee approved the recommendation. J\J^ 2 1 

The ninutes of the 7/2ii/56 meeting were approved vrith the following laodifi ca.t.iom 
• Item ii. ■ Case S^-hh - Re vi s ion of Section - Contract Cost Principles 

P3rt~r . — — — ^' — 

The case namber was revised to read 56-29, and the' second sentence was re- 
vised to read: "After considerable discussion, in which several sug- 

'"'rf® P^®sented for revision of paragraphs 15-101, 15-102.1 and 
j.^-x0..2, the report was retni-ned to the Air Force member of the Editing 

-co,--:^ittee for redrafting, with the request thst'a revised report be 
presented for consideration by 31 July 1956. JUL 3 1 1956 



?• Case - ' ilsion'ef Part 2^ Section X7 » *eport dated 21 June 1956 

frrm the Tax Subcu^nittee^ recommending' certain changes in proposed paragraph \ 
l$-20l;*;5(y) of. the latest df-aft of .Part.2, SectLoh 'XV. was -discussed^ "it yls, \ 
determined that the paragraph *o\ild not include a reference to "taxes ^y^^i-^^^^^ 
governments" since the award of cost-reimbursement type contracts by l^al pr«-r 
jurLng activities to foreign contractors occurred so infrequently that this 
itter should be covered en a case-by'-case basis idien ax^ards are made t# foreign 
mtractors* In the revised draft of the paragraph submitted by the Tax Sub- \ 
J>miTiittee in subparagraph (ij Jthequestion was raised as tj whether defense would 
reimburse A i?.Qcrfa^ (fe) ^) the queslldj 

was raiseci^U'it^ .^si^^ (3) it wa^ 

. JLnddjcatetf^hatrtte ^^^&^3aan5e':G^^^ ^t rt €O C #W ■ ^e entire 

Report was ref AVe* "to ^Qto B«tf 2|^'&««tw<:Vf ^^s^don^ in 
Coordination ^^^^the'^sX'Svb^cm^^ made 
that a report be sutanitted vdthin 30 dayse jy^ 3 1956 

13,» Case 53-141; - Revision of ^ASPR 12-^202 to Confom to Proposed AS PR l$->20U^^(n) 

I ^ (Overtimej Extra-^ay Shift and Miilti^hif t WorkT ^ An 

Edjitin g SubcostsaitliFr^ioiT^ of 
a Revised AS PR paragrs^ 12-^^# ~J^~ASJ^ C<« ^^l^eusaed the details of 
'^'tKi^ 'irift l^d ligid^ '^Hg^oXl^^ ^j^^wTtet jtoa i A tfe respect paragraph 



1 



4- 



In line 3 it was suggested that there be added after the word 
"contractor^" the following: 

", and the contractor shall' not be entitled to 
a price adjustment therefor,") 

b# in subparagraph (ii) discussion concerned having the 
subparagraph commence "To the extent required by the 
contract"; and 

Ct Having the third from the last sentence read! 

"Such authorization shall generally be obtained 
prior to the use of overtime^ extra-p^ shifts, and 
multi-shifts*" 

It may also be necessary to delete the "s" from the phrase "extra-pay shifts" 
wtverever it appears in the entire clause » 

4 The Comitdttee members desired to look into this matter further and, 
accordingly^ the item will be discussed again at next ^^j|j^^^"^^g|gS* 

15. Case S3-hh - _Revision of aSIR 12^9ap n 

JUL I 0 'b5S * 



hm Case ^'^^kh - Revigion of Section. XV>, Par -* % Die Chairman announced 
r that the .erial Secretaries CoiUicil had de. aed that the subject or 
1 profit sharing, contributions and donations, and general research coats 
would receive the same treatanent under the revised Part 2 as in the * 
existing Section XV^ It was detennined that there vzas no objection to 
using the revised language concerning general research costs developed 
Ijy the Editing Subcommittee} however, xdth respect to the negotiation' 
criteria set forth in the edited version under general research costs, « 
it was agreed that tJiey would not appear in Part 2 but would be placed 
^propriately in Part 1 of Section XV^ . APr: 1 i£5tv 

9o jJ'ase - Revi a>on of Section XV^ ^art Ip The Committee considered | 

a ffl^orajxLum from the Chairinan recommending that \Jhen Section XV, -Part 2, I 
Iff revised that certain changes, as set forth, be made simultaneously in | 
Part 1» It was determined that these recommendations be referred to the 
Editing Subcommittee with the further request that the Editing Subcommittee 
review the suggested' placement of proposed paragraph 15-103 • With respect 
to this latter point, it was agreed that the Committee had previously 
direpted the placing of this material in Part 1, but in reconsidering, the 
qu^ion was presented as to whether it should not more properly be plac«. 
#n Part 5© The Editing Subcanmittee was requested to report within two \ 
vreeksp MAY 1 1956 



11, Case $3-hh - Revision of Part 2. Section XV - Contract Cost ' -» 
/ Principles , A report from the Editing Subcommittee, | 

• elated 26 April 1956, containing a final fedited draft of subject v.-as | 
distributed to the menbers. In addition, a revised draft of a docunent 
containii^ the najor unresolved issues with industry were also made 
avaiiUtolB to Ite aBabers. Both iSTtheae .-docnaants iwUl attached to 

ageoia item ikir 42ie Material Secrataxlas Couooil In i3»B vtty near , 
>Xture and the msnbers were requested to give their concurrence to the \ 
/documents to the Chairman l^y h l^isy 1956. ^;;v 1 10^,2 \ 

12, 9?se 53-lili - Revision of ASFR 12~202 to Conform ta> Proposed ASFR \ 
/ 15-'20U»2(n) (Overtiine. Extra-Pay Shift and Multi-Shift \ 

Work ), A revision of the subject paragraph, developed ' 
by the Staff to confom with the proposed Section XV treatment of overtime^ 
extra-pay shift and multi'^shift work, was considered by the members and 
refefred to the Editii« Subcommittee for editing. The Editing Subcommittee \ 
w^ requested to present a report for consideration by 29 May 1956, Ifit^i S 135S 

5,/case $3-l*U - Revision of Part 2. Section XV. A representative of tL 
iaac Subcommittee reported that the Subcommittee- had noted several areas ^ 
not explicitly covered by paragraph l5-20ii,2(y), entitled "Taxes," vihich 
could result in issues tdth contractors. In view of the current statui of 
Secj/ion XV, the Committee requested the Tax Subcommittee to present th^ 
wri/tten comments in order tJiat these potential deficiencies could be > 
cofiaider ed, JU N 5 )956 

12^ Case 56'*29 - Revision of Section XV. Part l. '"~ 
/ Case - Revision of ASfR 12-202 to' Conform to Propos ed \ 

' . J-SfR 15-20I;.2Anj (Uvertijne. Extra-Jftay Shift and \ 

. # JM-ti -Shi ft Work). The- Chairman raisftH t.he gnagt.-irn or* 

wMn reports would be received from the Editing Subcommittee vdth respect 

K ™!. s»iooect problems. The Navy legal member advised that a report ftom 
Subcommittee on the, two subject problems would be presented \ 

lathin one week, JUN b 125e \ 

iidi^.^!" *^ ^^^^ "•^'^ «lth the follotflrg 



/ 



Item 5. Case - Revision o f Part 2^ Section XV. The last / 

3 S^tto^w u'^'^ ^i^^Sr^^Si^ftr-isSillSt revision 
of Section XV," jtj!V12 1956 



ii 



Part 5 - Subjects Affecting Cost Which May "^jqudlre Special Considerati.c 

"Part J - Subjects Affecting Cost Which May Require Special > 
Consideration* i 

15:^ Scope of Part. This Part enumerates certain subjects 
affecting cost which may require special consideration in 
connection vdth ihe negotiation or performance of cost- 
reimbursement typfe coitracts' and which are not specifically 
covered in Part 3, or Part k, of this section. 

l5-$Ca. Consideration Required^ It is important that 
Contracting ufficers and their negotiators consider the , 
> subjects enumerated in paragraph l5-502, and any other 

subjects not precluded by the provisions of Part 3, or 
Part U of this section (whichever part is applicable), ^ 
for the purpose of (i) determining v^hich subjects if aiy 
should be expressly provided for in a particular cost- 
reimbursement type contract, and (ii) incorporating 
appropriate clauses in the contract. Action taken with 
* respect to any such subjects shall be reflected either 

in the contract or in the record of contract negotiations*" 

Part 6 - Cost Interpretations. 

"Part 6 - Cost Interpretations 

Delete balance of this Part and substitute therefor 
the word 'RESERVED"," 

Part 7 - Facilities Contracts. 

"15^700 Scope of Part . This Part sets forth principles and 
standards for the determination and allowance of costs in 
. connection with coat-reimbursement. type contracts and cost- 
reimbursement type subcontracts thereunder for the acquisiti on 
of industrial facilities "to >rfiich the Gowitjnent ' take^ 
title ynder the contract* This Part also applies to 
clauses in ai^ other cost-reimbursement type contracts 
or cost-reimbursement type subcontracts thereunder, which 
clauses provide for the acq^oisition of industrial facili- 
ties to which the Governmeit takes title. 

^Plicability. Pending publication of the principles 
and standards to oe incorporated in this Part, Parts 2. 3. or 

: ll V^'^ ^'^^^^ appropriate in accordancJ with 

departmental procedures." ? 

made^Jn ^^'Stl^h<TJ7^^'''' " ""^^^ ^^'-^^ ^ ^'^^ change ' 

Tho oil; ^ (^^"^'O^ (q)) would alao have to be made in Part 3, l5-3oE (g). 
.ihe Committee concurred in such a change© 

from^'paf^rT?* following change was received 

S^t^li^r^ ^^committee for Part 3 - Researt^h Contracts with .fonprofit 



"15-30U Ejcawples of Items of Allowable Costs 



Pension plans in accordance vjith the'principles' and 



• fcc'^d^f r^r'^ ^ 15-201, 2(q) and ,roup health,' 

accident and Lfe insurance plans (but see paragraph l5-305(k))o" 

a-ort^S°?«*S ^^^'^""^ ! ""^^^ °^ 2, incorporating the changes 

the Sstin/?]^^.'?' ^^'^^^ ^^^^^^ SecJetarles^nsider 

Tine existing three issues. f^jp^ ^ ^ ^^^^ 



' ^^^^^"11 France and Indemnifies (p^- »). This • 

subpa. -graph was revised to reaa as follows: ' 

"i£|°k2|jU2 Insurance and IpdftTniHf-?rof-t^>.„ 

whn.i^v, "^f^® includes (i> those types of insurance 
^ch tile contractor is required to car^y under S^^ems 
!fn? °f ir^°t> by ^ecific instnxction of an autSzed 
representative of the Government, and (ii) aiy otherinJirSce 
for whxch the contractor seeks rkntoseinent?n?er Jhi c^^f 

x^Sran\e^'^ijS^*^^J^^ compensated ^ 

'^'t?i^l SlS:^'^ ^^^^^ ^ ^ere ' 

"i^=20li22 (n) Material Coat^^ 

and indirect material, and 
collateral X tens such as inbound transportation and - 

tf f ??^^h '''^T^^^t f ""^ allowable, subject, however, 
to (2) through (6) below. In coitqputing costs of 
matenali consideration viill be given to reasDnable 
T^^^i- ^^''^T' defective woric (for correction 
fi^t provisions of tiie contract 

work)t"^ inspection and to correction of defective 

******* 

bPtfrfon-!?^*! ^'f^'naterial-or services sold or transferred 
cont'S '^sSli^'^'^f organizations, under common 

^o?r+7+?^ be allowable only to tiie extent of the 
cost to the transferor, or the prices of other suppliers 
Wo! °l substantially simlar items. whichev^rL 

lower, unless factors other than price warrant allowSce ' 
on the basxs of tiie Cost to the transferor: provided that 
Sv^lST "^^^^ manuf actirSroS b^ • 

SJni ?M J^'^r commercial channels, a departure 

from this cost basis is permissible if the char'e to the 
contract does not exceed (i) the transferor 's^Ses price 

quantity, or (u; the prices of oth6r suoolier., for. ^->.^ 

saine tt. aubstantially .^iBdlar IteiSr^ 

^* other tha^^cHSS iSi^e 

sStiorSftLS'^irf '^^^"^ -^-ting Part, 
Contracts^ SsenteTby Se EiSLTr''^-ff "^^^^'^ FacSkes 
issued siiultaneSlS^ 2iS tS^.^ Subcommittee, the revisions to be 

»ittee approvS'SJe^'JoSo^f re^sx'^^'^ '^^^^ ^« ' 

Part h - Construction Contracts. 

?iT=^„ ^^^Ples of Items of Allowabip r.n^f ,., , , ^ 

^SndSs^S^^^i^I^^I^^ ^ " • > ^ 

accident and l^-^rT^ „ 15-20ii»2 (q) and group health, x V 



' - contractor's products, or otht relevant 
circumstance s« 

Jhgvidual categories of incSrect cost are discussed in 
ASm 15-203.2 through l5-^03.5.« 

^ Committee approved a revision of the TITLE and the 
"Scope of Part" as quoted below: 

"Part 2 - Supply, Service, and Research and Development 
Contracts, with Commercial Organizations 

l|z2§0 Scope of Part. This Part sets forth principles and 
standards for the determination and allowance of costs in 
connection with cost-reimbursement type contracts and cost- 
reimbursement type subcontracts thereunder for procurement 
or supplies, services, and research and development work, 
vath contractors or subcontractors other than such contracts 
and subcontracts to which Parts 3, h, or 7 apply," 

^il depreciation, (Page 7). This subparagraph was 
revised to read as quoted below: 



"-if- a- -a ^ ^ 



(2) Depreciation on a contractor's plant, equipment- and 
other capital facilities is an allowable Element of Jon- 
tract cost; provided that the amount thereof is computed: 

(i) upon the property cost basis used tsy the 
contractor for Federal income tax purposes 
(See Section 167 of the Internal Revenue 
Code of 195h)s or 

(ii) in the case of nonprofit or tax-exempt 

organizations, upon a property cost basis 
which could have been used ty the contractor 
for Federal income tax purposes had such 
organizations been subject to the payment 
•If inccane tax; and in either case 

(iii) by the consistent application to the assets 

concerned of any generally accepted accounting 
method, including those recognized by Section 
167 of the Internal Revenue Code of 1951;, 

Depreciation should usually be allocated to the contract and 
other work as an indirect cost. The • amount of depreciation 
allowed in ai^y accounting period m^, consistent .^tH the ^ 
basic objectives set forth in (1) above, vaiy with volumi 0,^"^' 
of production or use of multi-shift operations." 

i^^'^®^ ^°"»er request for consideration 
of additiflaal:;iaflgua«e' to added to mbpanmiii (iii ) 
i^ch would, la f foot, proiridtd SS^hTlKreSitton 
allowable jmder « opobraot -mill aiot essMeir 1^ nn ■! 

authorized under the Internal Rev«nue1Sr-o^rS^^ / 
t^Tt f^e^^Srf ^disadvantages oFhol^S'^or 
fln Ji dSeLw • ^ xndetenninate period of ti:ne tntil \ v, 
fn?C: ^f*e™^>^°ns of depreciation had been made by tax ^ 
auth^ties or by the Courts outweighed the advantages ^ 
sought by the additional language. aavani>ages t^V^'^^'^, 



km Case 53-lili - Revision of Section XV . Consideration of the special areas 
subject to I. Lsion or review at the Special Vi' ' ing held U/6/56 was under- 
fbaken in the -.olloidng order: 

l5-20lio2 (p) Patents . (Page 12). The last line c£ the edited draft, 
dated 29 March 1956, was revised to delete the words "by the 
Government" and substitute therefor the words "where title is 
conveyed to the Government." 

I5^20i;.2 (o) Overtime . (Page 12) c The menfcers were advised that the 
OASD (m?) had no objections to revising ASER paragraph 12-102 to 
be consistent with this paragraph. Accordingly, the Staff will 
prepare^ A reyiiAm o£^^ 

'■! ' .......... ^t^yiiSJEni'^i Jl 

I 15-8Q3#5 General and AdmiDiatratlve Cogts ^ (Pages k and 5)^ This 

"l5-203o5 General and Administrative Costs. General and 
administrative costs consist of items of cost attributable 
to the overall management, supervision, and conduct of the 
business. Such costs shall be allocated to all work of 
the contractor, using any recognized method of allocation 
if equitable residts are thereby obtained. Allocation of 
general and administrative costs on a total cost incurred 
basis (exclusive of general and administrative costs) is 
a method xdiich generally produces equitable results. Other 
methods acceptable where the circumstances are appropriate 
include allocation on the basis of s 

(i) processing costs (direct labor, facto ly 
overhead, and other factoiy production 
costs exclusive of direct materials); 

(ii) factoiy input costs (processing costs plus 
direct material); 

(iii) cost of goods completed; 

(iv) cost of sales; and 

(v) sales (where no more satisfactory method 
is available)." 

15-203.1 (b) General . (Page 3). This subparagraph was revised 
to read as follows: 



"15-203.1 (b) The method of allocation of indirect costs 
must be based on the particular circumstances involved. 
The objective shoiild be the selection of a method which 
will distribute the indirect costs in an equitable manner. 
The method used in connection with Government contracts 
shall, in order to be acceptable, conform with generally 
accepted accounting practices, provide uniformity of 
treatment for like cost elements, be applied consistently, 
and produce equitable results. A previously acceptable 
method shall be subject to reconsideration when: 

(i) Any substantial difference occurs between 

the cost patterns of work under the contract <S>^ 
and other work of the contractor; or 



(ii) Ary significant' change occurs in the nature ' 
of the business, the extent of subcontracting, 
fixed asset' improvement programs; the /"o^ < 

inventories, the volume of sales, the volume o 
of production, manufacturing processes, the 



Page 21. 



l5-20li«2 (aa) (!)• The third word reading "contractor's" 
was deleteda 



l5-20lio2 (bb)^ This pa:ragraph was reserved^ A Special 
Subcoramittee was established to consider this problem 
as a special case, presenting a revised coverage on the 
subject of training costso In taking this action the 
Special Subcommittee was requested to give consideration 
to inclusion of a reference on page 26 when their efforts 
are completed^ The Subcommittee was further requested to 
coordinate their efforts with the OSD Office of Manpower 
Supply# Members designated to the Subcommittee were: 

Ariry - To be designated 

Navy - Vir. k. C. Sawallisch, OtM (Chairman) 

Mr. James Ruttenberg, OCN 
liP ^ Mr. ?• M. Southwell, AFMPP 

Mr. Ls Latta, AFAUB 

The Subcommittee was requested to present a report for 
consideration by 7 May 1956# 

Page 22 » Approved. 

Page 23 ♦ Approved. 

Page 2he , l5-20l;o3 (i)« The Committee deleted the reference in 
parentheses' at the end of this paragraph. In taking 
this action^ there was general agreement to specifying 
the period and amo\int in part 1 when rewitten, :jith 
an appropriate cross-reference. 

Page 25 o Approved© 

Page 26 0 15-20U.3 (2) (xi). The words "special tooling costs" 

were deleted and the word "taxes" substituted therefor. 

l5-20Uo2 (2) (xii). Training Costs, was deleted in its 
entirety. 

l5--20l4«2 (2) (xiii). Travel Costs, was renuinbered to 
(xii). 



The Navy legal mensber callBd;^1^^ Ccnmittee's attention to the Editing 
Subcommittee's report of 27 Febniaiy 1^56, in pari^raph k of which the 

Subcommittee covered the subject of side agreements* It is tmderstood 
that this matter had been the subject of discussion by the Procurement 
Secretaries in the spring of 1955o 

With the above action, further consideration of this subject was - 
deferred until the next meetijqg to be held UAo/56. . \^-' 



iiw revised the paragraph was refei^ed to the Editiig 
Subcoinznittee^ with the request that the edited 
language be presented by the next regular meeting 
(10 April 1956)o 

l5-20iia2 (n) (6)^ The semicolon foUowii^g the phrase 
"whichever is lower" was changed to a comma and the 
follovdng language added: 

"unless factors - other than^ price warrant aHouance 
on the basis of the cost to the transferor;" • 

Page 12 o 1$-20U<»2 (n) (6)^ The word "either'* appearing before 

(i) was deleted^ The period at the end of the paragraph 
was chained to a comma and the following language was 
added: 

"x^chever is lower^ unless factors other than 
price warrant allox^ance on the basis of the cost 
to the transferor©" 

l$-20lto2 (n)e The Staff mil undertake action to 
determine :;hether a revision to paragraph 12-102 
may be mad*-; in order that paragraph 12-102 be 
consistent with this paragraph^ 

l5-20l4o2 (p)o Tile Staff was requested to clear the 
need with the Patents Advisor of .the inclusion of the 
words "or on behalf of " in the last line© 

Page 13 # Approved© 

Page lU l5-20l;o2 (q) (3) (iv)^ The Committee agreed to the 
inclusion of a note in the liLnutes that under this 
paragraph the parties can agree to (A) or (B) for the 
individual periods under the contract^ 

l5-20Uo2 (q) (3) (iv) (A)^ The second word "all" was 
deleted^ 

Page 1^ 0 l5-20iio2 (q) (3) (iv) (B) (n)» The words "or gains" 
vjere inserted after the x^ord "credits" in the sixth 
from the last line« 

Page l6 o Appro veds 

Page 17 o l5-20Ue2 (u)« The words "such factors as" were 
inserted between the words "of" and "the" in the 
second line« 



l5«^Ql4f>2 (y) (2)« This paragraph vas reserved^ 



Page 19 i, Approved^ .n,v:,9^ 

Page 2O 0 Approvedo ^ ^^Q^ 



Page I^'^lete a comma in paragraph l5-203#'^- 

i 

Paragraph l5-'203«5« The Air Force member recominended 
that everything after the first two sentences of this 
paragraph be deleted^ After considerable discussion 
this recommendation was rejected^ However, subparagraph 
(i) vjas deleted in its entirety© Subparagraph (ii) uas 
referred to the Audit members of the Section XV Subcom- 
mittee for clarification, vjith the request that the 
revised language be presented for consideration at 
the next regular meeting (10 April 19$6)o Final 
decision wiU be made on this paragraph after 
revised (ii) is reviewed^ 

Page ft ^"A|gi^edy ssvr a::-zisz~q, erlT bzz::^- 

Page 6 ^ Approved, "^reOTrvtng awbparagra^ W «nd of 
l5-.20Uo2o 

Page 7 3 l5-20Uo2 (f) (2) (i) (ii) (iii)o These subparagraphs 
were revised to read as follows: 

"(i) is computed upon the property cost basis 
used by the contractor for Federal income tax 
purposes (See Section 16? of the Internal Revenue 
Code of 19Sh)i or 

(ii) . in the case of nonprofit or tax exempt 
organizations, upon a cost basis which coxild 
have been used by the contractor for Federal 
income tax purposes had such orgaxiizations 
been subject to the paoonent of income taxes, and 

(iii) is computed by the consistent application 
to the assets concerned of ary generally accepted 
accounting method, including those recognized by 
Section 16?' of the Internal Revenue Code of 19$U* 
In no event, however, shall a greater amount for 
de preciation be allowed than is authorized by the 
Internal Revenue Code g" 

The i^avy member objected to the addition of the 
underscored language pending further study© 

As revised, this paragraph vras referred to the Editing 
Subcomnittee for editing, with the request that the 
edited paragraph be presented for consideration by 
the next regular meeting (10 April 1956 )• 

Page 8 » Approved^ 

Page 9 o Was approved, subject to further editing of the last 
sentence of paragraph l5-20Uo2 (j) (Dji ^*ich was 
referred to the Editing Subcommittee vath the request 
that the edited language be presented by the next 
regular meeting (10 April 1956)o 

Page 10 » Approved, subject to the deletion of a comna in 
15-20I|^2 (k) (1) (2)^ 

Page 11 . 15-20U.2 (n) (l)# This subparagraph was modiiied to 
add the following words in parentheses: 

"(for correction or defective woric see the 

clause of the contract relating to » Inspection ^ 

and Correction of Defective WorkO*" APR 6 185P 



1 « . . /. «;^^4"!nn XV Bciting The menibers were advised 

<;^U, l^^^^^-^ f t^lS^iSis a report on this problem 

I Contract Cost Princxplea ^ ^ presented by \ 

Case. - Revision of Section XV.- Contract Cost Principles a A repor 

i the Ghairm^i of the Editing Subcoiranittee pointing up certain areas requiri^ 
e solution prior to final editir^ was noted and furti^r coAsideratioa deferre 
until the ne?:t meeting^: In liie interim ;iaie EkiitSjig 3ubcOTJmittee^\^^ 
tofineet >iith the Section XV Subcoimriittee In an effort to resolve a:s many of 
thA areas a.j3 possible and to report oh* their acccmplislaaents at tJie 6 March 
1^6 meeUngo FEB g'c- ;£.t6 ■ . 



1?> Case $3-4tii - Revision of Section XV - Contract Cost PrinMnioo. 
Caaiman advised the n-^inberTth^T lditixife- Subcaamittee x"s sUU aS^vi-ic 
'the prooleia wliich had arisen with respect to "Pensior=lS..« nnrii:+ 
contemplated a report would be presented in the ISr^t^e. ^en "Je'^epSt 
IS received the members tdll be contacted to detennine th^ need of - Lee? -l 
meeting to consider the problemo V::. . lo- c specie.! 




P*iras?"Comorc?;^T "^^^^^^ ^ inability to ascertain what the 
SL'tionTe SSed"?? l'dn''"f.^^'''f ^" ^^<^°-"^P'^^^«^. ^ this 
is to be m.ni^?S . L,??n?tf ""^^1^:°^ ^^^^ the section 

n..ningful a definition of this phrase should be included. 



13. Cc-.se 53-itii - Revision of Section XV, Part 2 , The Chairman of the Editinp; 
Sv-bco?mittee advised that revised copies of this pert jointly being considered 1 
by tl'le Suction XV Subcomniittee and the- Editing Subco:^ittco would be avail?ble I 
by Fi'iday, 30 March 1956. In this connection^ the Chairman expressed a desire I 
thct ^.hc revised report could be considered at the next regular meeting to be 
held 3 i.pril 1956. 

Ihc Chairman further advised the members that instructions to the Staff with 
respect to the. "three "tosue^ obvering . ciJ irl.crlr ' . . ■' ro-: ,- - . 

" Profit Sharing, ' * 

Contribution and Donation, and J 
Gensral Research j 
■* WAR 2- ''S'.'i.' 

were to be accorded the same treatment now provided in the current Section XV. 



OOTunittee as ehovm belowt 

'* 15-204ol5 IHSmNCE Al^D IHD^daFICATIOH. ^ 

a. Included undar this item are (l) those types of ^" ' 
surance ^hich the contractor is required to oarry under « 
. surance wui .-.-if io instruction of the oontraoting: officer or his 
' IS^oS!;! r,pL:rttS™ 10.501 for ^de of i™. ordi- 

. autnorizea insuranoe for v/hich the oontraetor 

' ::^S'«X;^»iini'»S:. °tS .c^raot, «>d (3) llaMUtL. t. third 
persons not oomiyensated by. insurance or otherrrise, 

•b. The contractor shall be reimbursed for (l) insuranoe 

to the follOTins llaltatioo' O' . . . , , ■ 

(i) Costs allowed for use and ooeupanoy insurance 
will be limited so as to exclude oo'^'^^S^^^^^P^f^*' 
interest, federal inoone taxes, ana any clfcer items 
of expense unallowable itoder. this part.. 

' . u^) Costs of insuranoe -or any reserve covering ttxe 

1 risk of loss of -or damage to ^56Ve^nment-o^7ned ^roper^ 

i are not allowable except to the extent that the .Govern- 

ment may have approved or required such Insurance or 
' reserve* 

(111) <5ost of a reserve for a wit ln«ur«aoe frogram- 
are aUowabVe provided the prograa Haa been approved by. 
the Military Department ooncerned* • . ; - r 
(iv) Costs of .insurance -onrthelives of .officers , 

\ partner? .or:i>roprIetor«. are not allowable ^'J^P* - . . 

: Jfiere suoli ittsuranoeUV pftrt of . an employee pl^ 

I ' ■ . is not, unduly ..r.^stripted'* -■ 

0.' The eblig4l;iott -of Government to indfiinciify the^ . 
contractor ^11 be allowable only to the «'^^"^j:J'"'i^^if°e 
S the contract .(For example. ; see ASFR 7-203.22). Except as other^se. 
^p^eLl^providid in the%ontr.act. actual .losses not re^^^»^ 
insuranoe. Ithrough an approved self insurance -program or otherwise;, 
are not allowable," 

In further considering paragraph l6,204.54(b)(i) ^^'^ ^J**?! J^"?^^^^^ 
the advisability of providing for an allocation of fjf J^^" J^gi^i^^e 
search work of the contractor if-ti^e concept of proving J°LJJ ^^^^J^^^ 
of the cost is specifically covered in the^ contract. J^?^^«TJ:**!\J;*!'^ 
\ed that as long as this concept is retained Fo^"°» JJitii! 
ion was required. Accordingly, subparagraph (a3. reading as follows. 



deleted: 



"£,^4 le th» ess^eat aaat*.- as« alloaed, tkey wia!i.b« . 

«a«.Uai4y aiie«A*ed «e ftli^we»k e* «ke . 
4ha>t todef $a«te»* ge»e*«ii w4«*e4 F»e©aii«h<» 

, With this action corrected copies of Part 2 of Section XV We^d^^^^ 
t\ the legal members for their respective members of the 5^*J5f .ff-l^ii**^"- 
ii order that editing of the draft could be unoertaken. Kie .^dj^^f .f^^ 
cdbmittee was requested to provide a report for oonsideralSxon by 13 Januarj 

1956. nrn i r, iSRS 



•.i'5-204#S:w^- The serventh- WiiWnee^^ read: - 

'/ '* *V. * ■" ' *■ '* 

. ^if a c.oxxtraQtor h^^ . 
J . contracts, an appropr^laW be used 

I ' ' ■. .to preiserye, the GpVBrruneiit|8.i,n^ by providing for 

I retropp^ctive accounting' and any necessary adjustment to the 

pension pi 81^ cpst inc\irre4 .y^ 

Mth this modificatipn^the pkrgigraph; 

;15-204,.B Cdntribuiibns and, tenatj^ Air Force 

minority "position with respect, tb' this; paragraph, which was isolated 
as an issue at the 11/2S/55 meeting^ Wbire distributed to the members 
for presentation tp the Ma4:e/i41 Assistant Secre- 

t^iry o$/Defi8iisQ XS^^ i*r'-.v. • , . T 

As modif ie.d by the ASPR Comm^tte'e^^ referred 
to the Editing Subcommittee f or Vditing*/ ^ihe was 
requested to provide report for consider itio^^^ 10 January 1956 • 
facilitate editing, the Staff >ill provide iu©:r>>^rB of ^t^^ Hl^itv 



comraittee with* a clean draft of the report. ^ aq' 



>• To- [ 
:5 1 



2« Ca?^ 53-44 • Revision of Part 2, Section XV % In approving the minutes 
of th^ 12/6/55 meeting the Air Force requested that the last sentence under 
paragraph 15-204#35, Royalties and Other Costs for Use of Patents, be revise 
to express the concept in two sentences ra:ther than one# Accordingly, this 
sentence was rephrased as follows t 



\ 



"Charges for the use of patents, v;here the Govemmi^nt has 

a license or the right to free use of the patent are un-* 

allowable* Charges for the use of Patents where a patent / * 

has been a.djudicated to be invalid are unallowable unless ' * 

otherwise provided in the contracts" ^ - <f,vi \ 

DtC.l o i»->v • \ 




The Subcommittee report of 1 November 1955 waa further considered on 
a par ^-aph basis^ as followst 

15-203,3 presented by the Subcommittee was approved. A Staff pro- 
posal to revise this paragraph was re jected# 

15-204 .15 - Insurance and Indemnif ication . A revised outline of 
this paragraph developed ^>y the Army legal member, was distributed 
to the members* Considerable disouQSion ©entered around the 
variance in the language of the first two sentences of subpara- 
graph b^ and the language contained in the clause^ insurance - 
liability to third persons. The Committee requested the Subcom- 
mittee Chairman to redraft the entire paragraph to achieve ocn* 
sistency and a orode-referenoe of the clause and present same 
at the next meeting. 

15*204.34b(i) Copies of a revision to this paragraph starting 
v/ith the third sentenoe, developed by the Air Porde member, were 
distributed to the members* The paragraph was then discussed 
at length* As a compromise the Committee revised (i) under 
paragraph b to read as follows and tentatively approved the 
paragraph, subjeot to editing, the Navy and Staff positions 
being reserved! 

"(i) General research is that type of research which ^ 
is directed towards increase of knowledge in science. It | 
is research where the primary aim of the investigator is f 
a fuller knowledge or understanding of the subject under ^ 
study, rather than a practical application thereof. The 
cost of Independent General Research (that which is not 
sponsored by a contract or grant or other arrangement) 
shall be allowed to the extent specifically provided in 
the contract. 

(A) To the extent such costs are allov/ed, they f 
will be equitably allocated to all work of the contractor I 
other than its independent general and related research. f 

t 

(B) Generally, the contractor shall be required 
to disclose to the Government the purposes and results 

general reiBekt'oh' ;^i'ograi. '' ^^^^ ' .'• ■ 

b. The' oajiab'iiity'bf the'contraotor iia the 'particular research 

fieldi, '^-' •• •• ■ ■ ■'■ i- r .^ i -.. 

0. Benefits which may accrue to the GtveHuaeiiti 
• ^""iP^iTison of siee and cost of contractor's previous years' 
r v;... T«seaireh 'i)-rogtihiV^ ■ ■ '-'^ | 

: , I'^e.'^rop.d^tion of ^t^^^^ | 

■ ■ total businessV"'--' -' "''"' • 1 

In considering the paragraph '"tW cbimlttee aliso determined that the Goyern- 
men- 8 position TrersuB Industry's position with re'speot to general research 
V presented to the Material Secretaries and the Assistant Secretary 
of Def ense (S&LJ as an Issue with industry.' ' ' " ' ! • . 

15-364.340 appro7^4.' '..l.-;^ ■ /o 

l5-2b4.26c^ The second seniie^^^ 

"Such costs may include excess contributions to the extent such 
: . . contributions are claimed and allowed for Federal Income Tax 
purposes in the current taxiaVle ireap',* ' i-^ 

^^^ith this modifi cation the paragraph was appro-red. ^o'/<*^ i 



The ndrnt ctf 1±e;'ll/22/$S ;m^^^^ I 
follows: 

Item 3. C.^ 'i'^l^ ttevii^^ 2- SeStioni tV, ' ' ■ 

• : V Paragi^Jh lS^26Ui2U. 'the parag'rapK'was revised to read: 

"This itfem c&iisiitsiof 'the • ja-erat«o per^^n of •Qvertine,, 



either dirtftV?»^lftl5Wf««Pc«^^ ^ 

of overhead. "suCh pVaalums shall not be J^o^f «\ 
therein. Cost^ suoh premiums on <^rect labor are • 
allowable only to the extent e'HPres.sly provided for 
in the contract or otherwise .^^^^ 
Government. Cost of suoh premiums for indirect labor 
is allowable without prior approval, if "^^^^^j;^;' 
and the cost is allocated on a pro rata basis to com- 
mercial as well as Government work. See ASPR iz-^O* 
?or further information concerning the policy regarding 

such authorisation. The °f 4^ P^^^Jlf^^^'L 

charged on Government contracts shall be equitable in 

relation to the amount of suoh P'*^^^'^?^^*; 
on non-Govemment work being oonourrently Pf 
in the Contractor's plant and the factors whioh neces- 
sitate the incurrence of the cost. 

The minutes of the 11/29/55 meeting were approved with the f ollowi 
revisions t 

Item 2 - Case 53-44 - Revision of Pa rt 2. Section XV. 
Paragraph l5-2C)4.34b(i) was revised to read: 

"A proposed subparagraph c. presented by *he Staff 
was^considered Lid rejected. In li*^*^^':*?? 
Committee suggested the insertion of *Je follc^^ 
first parenlietical expression in the third sentence 
of (i) which would read as follows: 

"The allocable portion of 75% ^^J^^^f 
percentage as may be agreed upon and ^et forth 

the contract schedule) of the allowable costs 
of a contractor's independent general research 
(that which is not sponsored by a 00'^*'^^*°'^ 
grant or other arrangement) shall be allowed 
in^ll cost-type contracts under the following 



conditions I 



However, the positions of the Departmental 

with respect to this change was reserved, g ^955 



2i Case 53«44 ^ . ialon 6f Part 2y Section Xy > ])ie9 of a memorandum 
^rom the Subcommittee Chairman presenting revisions of paragraphs 15-204«25l 
^5-204.29c, 15-204, 34d and 15-204#S5 w^re distributed to the members and { 



i. iSi 



\ 
\ 

t 



,ieoillc anicTD^i^floo vd besiioriiyB e»xin«i*o no *rfin:rn: ' 

^15^Z04^25 FATEITT EXPENSES, ^ This item relates to such expenses 
as costs leading to the issuance of patents^ costs required to 
search the art and costs necessary to comply with invention 
disclosure provisions of the contract. The costs of searching 
the art in order to make invention disclosures, and of preparing 
disclosures and other reports, as required by the contract are 
allowable. The costs of preparing assignment and other papers 
in connection with the filing of a patent application by the 
Government and any piiifr^ upon the 

. Wttten authoHiatioii*;:Of the ■ oc'ntraoting officer. The cost 
. :0f research and development work is trisated in 15-204#34# 
(Seev.;alsocp8Ur^rkp]^ 1$^^^ 

As revise.d'rbhe paragrja^^^ .approved, subject to editings 

15-204%29o reading ^s,follpws»was approvBd: 

''15.204.29 PROFESS lOHAL SERVIGES - LEGAI,, ACCOUNTING, EIIGIMEBRING 
AND QTHSR >- ■'■■V^' !V'^ V ' 

••• . i \ \ ]. , .... , r- ■'■ ■ 

c* The costs of legal, accounting ajad consulting services 
and related expenses incurred in connection with organization and 
reorganizigLtioia; .def-en^ suits, and the prosecution 

of claims- against the .G^ unallowable* The costs of 

legal, aCGOimting and. co:nsul ting services and related expenses 
incurred in connection with patent i.nf ringement litigation are 
unallowable unless btherwise provided in the contract." ] 

15-204*34d reading as .follow^ .was ^ipproved: 

^15^204>34 RESEARCH AlID DBVBLOPMEKT .. 

d. ResBarph .and .developidn^^ costs (including amounts 
rcapitalized) , regardless of -the* nature, which were incurred 
in accounting periods -prior to the award of a pistrticular 
military contract,, will not be allocated to that contract 
unless allowable as. pre-. contract costs (Paragraph 15-r204«28)«" 



15-204*35 reading as follows was approyed: ^ 
'' l5-*204#35 ROYAL^TISS-^AT^ng OTHER ^ ro^^ FOR USB OF PATEv^TS. 



in 



CD 



This, item covers e^mounts.paidi pa^^ for the right to use ^ 
patent.s or iliv6rtb[t.ic^^ Wh«..re- the- such a patent or ^ | 

invention is necefesary for liie proper performance of the con- 
tract and where tha. iB^vari^^ already have a license 
or other richt to tt8e,>ut^ ^fpatont or Invontion, the royalties j 
MDortltation of tfeie' dost of fttrQlhiai^d''patont8 or other purohasod 
patoBt rights applloablo to oontraot pro4uicb« or processes are 

^losrablo to tho mx^%^^^t§nt^b§mr^UOi^^^ 

the contract or otherwise authorized by the contracting officer. ^ 
Charges for the use of patents, where the Government has a ■ 
license or the right to free use of the patent, or a patent / 
has been adjudioated to be Invalid, are unallowable unless 
otherwise provided in the oontract*** . Ce>^T'|^ NfeXT ^A(r£ 



; 2. Case 5>U4 ^ Revlslpxi of Part 2» Secttbh XV# Xhe CGnolttee considered 
i certain points in the S^cnmltiee driaft that required actton mibseqaenV tfi 
that taken the Cf«mittee in its 11/22/55 meetings These pdats cwer^ 
the following subparagrai^s I . 

15-803*5 * ISie paragraph ws reused and approved tc read as 
ftillowai ".. . 

^Ihe base period for ailcwation ef indirect 
eaqpensee noold be representative nf the 
period r\f contract perf^Tnance and fbould be 
Bttff^.cieritOy long to avoid Inequities in the 

I allocation of costs, bat in nn event longer 

I than the ooittractor « s. fiscal ye^i**" 

^ JL5-20U8 - The Air Fbrce meaber adviaed that the Air Force 

position for presentation to , the Material Secretaries 
en tiair prJbiem would be presented within one week. 

l5-20lu«5 K'-. . • ' ■ 

l5-20lu3S - A Bwmorandam. f r«a the Patents Si^KJCjiopit tee setting 

f nrth the 'views ^of the Pf^tttts Subebimi^ «i**i 
■ * Tefii>ect te theae partferaijhs was distributed te the 

I ineid>,ers. After a brief dlscassioh tte problem 

/ was retumed Ui> the Secticoi Sub(icJ*ii4ttee fer 

i farther eonaideratici in conJwcUcai with the : ' 

intents representatives of the three Departments. 

The Section' XV SjubcpiiHitt^ 

pit>ylde an Ijritexim rop<uH^ 

and a final report /tgr. J 3 '^-^^^^ 



l5-^20lu33b Twe aitenmtive proposals tO>^^^ b» cS 

this snbparagrapSi W9re«di^tributed by the Na-oj 
neidder^ After discussion the Cranittee adepted 



othezviee in ths ooatrant, rentals specified 
in sale awl leaee^beck-Qgr^esBfRfc under (2) 
abcve are allo^^ble oniy to the extervt that 
such rentalH do not eKceed nomal co^;ta 
(such as depr^ciati.onp t&xesj^ insurej'ce and 
raalntenanco expenses) t:>rne i^r the lessor 
whic-:>. woyld have been incurred had the 
contractor retained legal title to the 
facilltieso" 

l5-20Uo3l4b(i) - A prcpesed sabparagraph (c) presented by the 
St£f.f wa& consiiiered and rejected^ In lie^^ . 
thereof the Committee txi^erted the follow*-Tg 
first paieuthetical expression in the third 
sentence r£ (i), which reads as felloirss 

•Ihe allocable portion ef 75* (rr such 
other porcentjuge aa may be agreed uprxx 
azKi set forth in the contract schedule) 
of the allowable CiDsts of a oohtracttfT*s 
independent ge:ieral research (that \d)ich 
is not Gfpcnsored by a contract or grant 
or other arrangement) shall be allowed 
in all cost-lgrpe ccntracts under the 
following conditions 5" 

l5-20U»l5f - The Comndttee determined to jaace a period after 
the word, 'allowable," deleting the woi-cTu *uri?fiss 
approved by tbe Department concerned;,'^ sab3t!ct 
to editing, ^e ArsQr legsl member va;? requested 
to present revised phraseology for this paragraph 
f • for oonsideratien at the next meeting. 



l5«-203o3 Consideration of this paragraiAi was deferred ^nUl tJ 
ttBxt xttsetlng in order that the reacUon of the Small 
Business interests cculd be obtained^ |^Qy XrZ^ 



L The ttimtjs of the 22 Hpvenber 1955 meeting vere apprrred with tbe^ 

Item 3# Case S^AJU - Revision of Part 2^ Section XV, . The first 
sentence was revised to reads ' 



I 



"In considering the Subccnanittee report ef 1 Noveaber 19$S. 
and the m dated Amy iadlt Agency report, the suggesUon of 
B^fiir^e^ consider th^ repert w a p«ragr^ htiAa 



15-202,2 
15-2(!2,3. 
15-203 
15-203.1 

Subparagraph l5-20lu8. The first sentence ms revised t« reads 

"The Air Force neiii)er stated that the problem will be 
particularJy dLf -icult in cases iiwolTlng industries 
Irvolyed primarily in defense work, such as the aircraft 
imustiy. In those cases, contributions and donations, 

«T P'^^^^s^ puipeses will be made by the Governrint 
am not by the contracter, to such beneficiaries and m 
such amounts as is detennined ly the contracinr. Therefore, 
e * fv* position is for conUnulng the dlsallewanct, 
as in the present ASm," 

Sahparagraiii l5-20lul5. Ohe quoted addition to sulparagraph 

"a" was revised to read* 

''^g_^U i»atlop. of tfafi Grr ve rnment to Ind emnifr the 
cpr^vor wiiJL be allowaa'e only tc the extent 

!^^fti'',P'°"'^*^«^ for in the contract (for exanmle, ' 
see ASFR 7-203,22),« «.dfl^xe. 

Subparagraph 15^20^,18. A parenthetical expressLon was added At 

the end of 13ie first sentenee, as 
foUowst 

"(including the centractop's cnntrlbuted porUon 
under cost-aharlpg RtD centraets)," 

With this addition the ndaates were revised to read* 

*^0P*ed the STbcommittee position as 
S-isrlfled that the pr-rtion nf cost-^jartioipation ~~ 
conicracts not reimbursed by the Government under that 
contract not be allowed as a cost on other contracts," 

l5-2pU.26d, The penultimate word in the quotes was revised ta 
Jfead "reverslonaxy," 

l5-2Clt.2e - The second sentence of the paragraph on precontract 
costs was revised to place a period after the word 
coatract* and to delete the words "and may be 
United tt a period cf tinw as wen as tn the trpe 
and amount of such ctvsts," 

The oiiautes wwe revised to readi 



,«s modified," 




frtanla approach set fortfa in'the 
waft hut there was alsc a general ' 1^ 
feeling that, an appi;ep rLat« m^t^r^ 
«^f control be further «t3Cpiored. « ' : . 



l5-20l4.*27 -.The C?anmittfee accepted the draft as writteru'- 

1$-26U»28 The Oo^it^e iacce^ed the draft- as! wrtttea^ 

l5-2c4#2i5'; -^^^^^ aubparagraph "c^« the Committee 

ir r,. u., • v;" .^'^.l^i^ Jhe. post tioa of the Sub c $rani ttee that 

l5-2piij36.. The;^ . Jhe position of the V 

• >^ '''*^^SubcoiniTrfttee that ill profits and losses on 
^spositiGin- of plaht^re or other . - 

capital assets be excluded in cmputlog 
coatraot coata^ 



\^ ;j9^:te^^«wiari^ of^' those 

repohversiwa^ ^eftses'^^diich are allw appears 
the best melhod. of . assuring ;f air treatmeht rf 
... th^ tilteresis of 'thji jSwi^r^ and the Contractor^ 

lS^20h^32 The Committee accepted .the draft as written uith 
the eoccepticn ^at second sentence was revised 
to read as frlloWsi 

*It further includes.the costs of operating 
, an aptitude and educatirnal testing program^ 
travel e3q)en3e8 of en^lcyees while engaged 
in recruiting personnel^ and travel expenses 
of applicants for. interviews for prospective 
enploQnnent*^ 

l5-2dU»33. - With respect to subparagraph »b,^ consideration 
was given to the chLige recommended by the 
> American InstitutiB of AccoafttantsB Mr© Ruttenberg 
was requeued 'to draft ..substitute language for 
submission to t&ie Editing Subcnxmz4ttee 

l5-20lu3U - The Committee discussed at length the Subcommittee 
approach Hdth reject to general jresearcho There 
• was general agreement in the formula approach set 
forth in the draft but there was alaio a gejieral 
feeling that a dnllar ceiling be campled with such 
approach^ Usibg this as a bisisic concept^ the Staff was 
. ' 'requested to' develop a propoaLtit)ii-for further con- 
■ aiderati^pn# - • r^- ;• 

15-20Ja*35 - Die Coimnittee adopted the position* the Subcom- 
mittee that- payments of royalties to contractors 
^ould .be cirtnimscribed by contract provision or 
otherwise authorized by the tontraetiag Qfficerp 

15-204*36 - The question was presented as td Aether at least the . 

protection afforded the Government in proposed ASFR 
. i5-t202«l should not be provided* However^ it appeared- 
that the protection sought shchild be related to the 
."Xn^ctl^aS .6f Siiipplies and Correciidh 'nf Defects" 
. clause .(ASJR 7-«03o5c)^ The Amor teaber recommended 
that the S&Ltli^ Subcommittee gi.ve consideration 
to insertion of the word "consumer" 'after "'trainJiig'^ ^ 
in the pterase "and tr^ikng pet^nn^ri use/*, ^t. 

l5-20Uo37 - The' Cfimittfie acbept^ the di^t^^ e^ wiittto r ^'^o'^ 



X$«20kf 22 « ^ Committee oox^urred in- the reeomnendAtlcn tn 

include •accountants fees" Imraediately after 1 
;. >"attnrni^s fee" i^ the second sentence of the ^ 

■•,."■>'.". parigpiiiii* ^ 

I5«20li^23> %'e XSoBvdtte^ >ecept^ .th^ dra^t as- written^ 

l5-^Olu2U • ^ Cdmnlttee adopted the SubcoRsnittee position 
vittk 'respecyte identification separat 
shift premi\9 and o'vertineo Howe^r.^ the 
paragraph ms changed to read as foUowsi 

\ kJLa-^Ir^ HiamJI^ ^ mis item 

consists, cf the premium :porwion of eactra pay 
and Bulti^s iiif t paynent's enploy^s* • Socb 
. preaiums on direct iabrr maj be classified 
as either direct oi indirect labor costs^ 
but the amount of overtime premium should be „ 
separately identified^ . VHaen direct labor 
cost is the ba^ for distribution of overhead, 
overtime preiaiums ^all not be included 
therein^ Cost of such premiums on direct 
. labor are allowable cnly to the extent 
e:q?ressly provided for in. the contract 
• or otherwise autiiorized by the Government^ 
. Cost of such premiums <f or Indirect labiap ie 
allowable without piior approval, if 
reasonable, and the costive allocated on . 
a pro rata basis, to CfNonerclal as well as \ • 

governraent work© See ASfR 12r l02 frr 
further' Infoimatibn conc^erniog the- policy 
regarding such authorization* 7^ amount 
, of } overtime and shift premium cost charged cn 
Qovexnment ooxvbracts shall be equitable in 
relation to the amrunt of such premium costs 
charged oh non-^Goverment work beii^ concurrently 
performed in the contractor's plant and the 
f ac'^ors^ which. necesaitate the incurrence of the cost»" 



I5ri20l(a3ud until we. next meeting • - 

l5-20Uo26:- The.P draft as written 

with the exception of the following changes « 

s . '7 ' i5-aDU.2^ > ^ setoond -sentence was revised 

tn read-^asrd^ollowsi- • 

«Such ei^sts may ixtolude eoccess contributions 1 

made iii previ^ius years to the extent such ! 

" ; . o.ontrlbtttioJte ajte claimed, and allowed fcr * 

:^tiax ^urpAses in the-, current taxable period© 

"" • I5*»20l*e26d - The next to the last; sentence 
was revised to read as f oUowst 

; • * »If; a contzwtor has but oos or relatively 
... . feu. Government contracts^ an appropriate 
' . . . contrao t?ual provision jwy be used to 
the Govemnant's intereist bj; 
providlag retrospective accounting and 
. rgfmjd .of . aiy necessary credits e" 'r 

l5-20lu26e This subparagraph was revised to 
. refltd as f cllowss 

■ ■ -.^ . ■ • .-^ 

: •The allowability >>f costs of luiq? sum 
' purgihi^ses of annuities or of lunp sum cash ^ 
payments or periodic cash payaent s_ made ^ 
provide pension benefits fcr retiring or 
- .; retired enployees other than rinturred • ' . X ^ 
. . ' under ajsproved pension p3ans^ will be. O ^ 
. . . "" [ ; sutiject. -ttQ visideration cn an individual ?^ 
■ '.' .Vase ba* ' 



Pirt 6 of Section a, or '^^^^^j^uon «ith respect, to tl« 
Sc^nt lor use for tbe other » . «>aI&aaon^.f 

•oro-.osed directive soouo-^ x^ 

friia indA^stry on the proposed Sectioi*. consideration 

. s+t«e vas teouested to provide .a. report for cons. ^ 
./ The Subcommittee t»s reque 



a« 



Sin of tha te:.t of SecUon I67 of the Lv^rr^ 
^V^^ S?eieS to nruc" de,x.ciaUon, 




\ 



t p..^ ^ .spff^on J*. „ • • (fuscussed at 

Lcoirfttee, presenting' ihe sucjecL i^i^^^t^Sl^L "SlSe the Cc-it^eo 
Kngth. a>e report "f«i:jf!:3fSo^~C^aiting S.ie<^tt.e.^ 

diinotftoaUy (teta"!" «!S<>g2^^j jiiBsl 
redevelop the project alon^ tie iOlioxiB. 

"oioen" contractst . • ; • , :■ 

.Uh respect to t^e .assets ln^ ,^^gi-SeS^^^ 

m?firsta:idable in itself, ■ Ay^. . 1-^- 



a* 



X5*-20i*O8 -Jlie Ccjijrnil^^e accepted .the draft as wil1jfcori= ' r 
S^! ?JJ*^,Sttbc«mnittee consider revlslj^ ■ 
- . SSlbS^^ ^oeed:^ the S^^tion.; , 

^^•"^^•^^■-^.«.9o««^t^e:.9do^^^ 

PMiUon wl^th rej>ect,to ^; 
:Aad V^t o£ the y 

/ .15.20li,4c.-.^e Coranittee adc^^ Subcunraittae positien ^ 

.. incident to exhibitiohs* 
l5-20Uil Ihe C.onnittee accepted the draft «6 written* 
i5-20],;i,2 . Ihe Conurdttee accepted the draft as written with - 
S???*^'? K^** ^"DT «e»ber requested that ' 
^ ^ Editing Subccimnittee consider that line 5 cf . -• 

prcceaixre which provides for equitable results .. 

in this respecto"^ ■ ^f^^ « 

.15-2C4.1|3,V- The Cemmittee.. accepted the Wt as written^ " 

ticn l;rt°2*i:Slf b, S^iTilS^S^J^""^" -^^^ Ural 'consiSS- ' 
pissible. ' meetljig, out as soon aa 



/ 




I 



6. Case 53-I4U - rialon of Section X^^ the menit' g noted »Pies of ^ 1 
S^rmtS^ received xrom Indiisiiy on tiie proposed re.-sion of tiie subject I 
ST^X ^e^lueC^^ requested*^ Departeental members to toi^s| 
Sontteir respective 3^ibcoimnittee latoibers tte need for eacpedxtious conp]e tion 
of this project^ JUL 2 6 1955 

15/ Case Revision of A3PR Section Xy. ?!he meinbers noted an interim 

T)>bgres»" report^f rom the suli ject . SubeoBBqittee inclt^ed on the agenda. The 
^onmittee extended the tine fcer is final repbrt until. 27 October 1955. OCT 4*^955 



3. Case 53-lU - RevjalBn of Part 2^ iSeetiott Tim CoaaideraUon tt a report? 
fro/ the Section ST lixbcaBadii^if ^ $9^^nili)g .« reiilsion of Fart 2» Section | 
SV/was deferrad at the r»4M8t 6f W 9broa nenbur ttktil the aeeting / 
•f^22 Hovember WOV 8 1955 



3/ Case 53-iili • BgvUSien «f Ttot 2, Secjioa JC? . tn c<3ttslderliig tiie Sub- 
Jbnmittee report, the ' saggesUoa of ti» UhaSis tbtcjphsider tbe report on 
Z-paragraph bad.8 wb adopted* SIhe aet^ro Af t^ Cnnpittee resulted In thei 
frOlcwings •■ ■ ■ ' ^ ''' ^ V 

' ■ ■■ ^ ,. . ••- r •• ] 

15-200 • In' cftneidering the a^iwtigr T»b8i|l>5n: tJiat^ a etatenent 

be U^ol^3d^eA i>f) '■^^ jif t applicable 
^ to flxed-ptlc^ c^ntractey'lhciuM^ price 
J 're(^etezii44iMiiDB'pi^ presented as 

•to Whether it W n^^^^^ appiicatlon 
. - ; cf iiw prijaaipl^s to It 
was stated that a j^^^ate Part fer 3<)Ction XV will be 
developed to cover facdlltles' contracts* ^ Cnnmittee 
det^sirmined th^t 'the "Notes and Filiog Instroctions" 
6overii« tbe .Ai^ ijhang^ fiM^ 

shduld contain a note that the use the principlflts 
is not precluded in eonodcticn id th tacilitie^ 
contracts pending public aticii .that Part of Secticn 
XV idiieh idll coxrer f jacilities''e60traots* ' 



/ 



\ 



/ 



15-201 r 1^ Ccnndttee adopted ibe' Si;d>coiiimitt^ ^t 
■the new criterion "signlficaixt devLatim In tbe 
established practices «9f the contractor id4ch s^b- , - 
stantially increase the contract costs" is ' only cm 
. of the factors affecting, allowability costs and 
does not t^ke aiqrt^iiiif . aw«y f ti»e. epntractrr* 

5-202' • Accepted, the ;ttfaft is wtitten* - - 



\ 



15*203«2 --J>Lscaeslcn'eenteipe(i az^?ai^ 

"(including Independent research projects)*' as ^t. ,. ^ ' >^ 
, ; fArth in 15-W3t»2, the iir Po «V 
respect thereto> and the i«liit^cii8^p of %e phrase to ^ 
15-20lu3^«^ ' It was l^e detendM 
; that stal^'-phrase &o^d be deleted and' Ihat 
, ^(eee ASER l5^20li*3l«6)*: abdijCLd be in^rted in l^eu. 
th^«it». ^ Cdaid.ttee idLso ^ateinnlned that the ^ — \ 

/ second parenthetical . |ibra$e 14^.1^^ »(e»:lustve \ 
of overtin^ pr^ia)* lM44~be cdo^ ^ 
■(esfclusive ^ «v«rtito, "^eartra twy^ and aiati-e^ C/» «t/ ^ 
preniw)"* ^ • ^'^^i • -r:* '- 



coJerli* tto rl* of lose «■ <J«»«8»^W ' 

th^se cost elemexrbso 

, , 20lul6 - Ihe- Con^nittee adopted the Subcommittee position 
15-20IU16 me^ i^fceresfrbe an unallowable posto 

l5.20Ua7 - lhe:Qon»dttee accepted^tfie .^^^^ 
contractoo. 




^ 4*!r,^«« • The Air ForQe. m^er vitWreir ttie Jar 

. : ,;noo-il««»iii»T of thi <!«^ 
• - inventory ' valv?.o 



w * . 1^ gL^**^ discus the tirbpo-^tirn cf yihei^^r w \ 

H4 oi^-ibutif^n e»ensefe as related to sales oi w 
^be allowed, Tb^ Comrnlttee conclud^ Jj^h^- 

ISfl Sicussf^ the pri*OBltl<» tte a«Jl - 
bSSLm Mvlfl? to t%. Jl8d.8fcaat SewreUiy xrf 



general and adaUaistraUv^ expenses . was h^pful • ■ 
and should rein&in. ia the' paragta^, ■ 

1?-20^.S - 3he GoiinlttjiBe cojKurred la thfe Sub6f«iroitt^j- • , : 
15-20>»5 jne^^^^ there was ntf ir^onsislienpy oetween 
. 45 paragr^ tod J5^203<b). , The paragraph, was, 

• :. however j reidsed. -W-TOia M «*U,owe-» : r. -^ .Ti 

.. • >!tee We peii 

. ah^tild'fee representative; i>f_.the 

. - period 6f contract perforoi&iJce. and shruld : 

be sufficiently, long to ayold Inefjuities 

Jb the al3.oeat±^ iaf cost?*" , 

\ 15-20I4 - The Committee abceipted the paragraph as wrttten, 

* 15-20U.1 - The Crmraittee adopted the Subcbfflkttee position ^ . 
■ that the proposed instructions with respect to 
allowance of costs ef edvtfi^sii^ .Were n^t toe 
restri-ctireo « •. , 

i5-20k»2-5 - The Crwunittee accepted the draft as. .written on 
I ■ ■ ' these. paJfagraphse- 

l5.20Uo4 - The decision with .respect .t« the DOD position on 
profit .8h6ni« is expected within the near .future. 

35-20U*7 - Die ConniJittee accepted the draft as.wri±teni 

l5-20lu8 - The Air Force meober stated that b^ca^^^ 
^ : . had demonstrated the difficulty of controlUng ,^ • 
. these expenses it was the posi^on of ^the Mr Force 
. that bontxibutiOBs and xionaUpns not be allowable 

• as costs. The Air Force was .requ«8ted to present 
its revised" position to be' used in cpanecUon 
with the presehtatJ.on an itaa :f or vdecialon ty 

r : the Material Secretaries .arid the Assiatant > 
. Secretary of DffeSjse (S&Ii)# " ." 

l5-20lu9 - With respect, to subparagraph "e^- th^ Mavy^neniber 
» '"^^ uitixdraw the Na^ JalDCrlty..poMjy.f^^I» ?! 4 ^ 
disfiussion Which turned, the Coinniittee detenrined 
that the followtng should , be >nsert^ as the third ^ 

settteijce- in subpajrajgr9,i>h/"e«t. ;^ 

«^e renainiEg uiadeprecieted amount shall be ^ 
only me nonnal depreciation rooaining after c; 
the end of the 'true depreciation' period and 
Aall not include ary amount of unrecovered ^ 
normal cr 'true depreciation' allowable during 
I the 'tarue depreciation' periodo" C^'^ 

\ 3he Bditii« Subcommittee may improve vjtcti the '^r/h^ 

verbiage of the concept esqjressed In the insertion, 



'^rt. Of iieciSM iiSHi. *■ I 1 , n fiTi deferred «nta 

Interpretation .^S.f^^.'tS r«^«t -o 



*"*«'?'tSl*'^°?'°^rS°effeSS.litt resect to exietUg 
and IS-ZOS (o). It " Lit „ leeards eldstiag 

and Jutme contraote, ?f ^S'lS S^lleable in 



any case 
that a 



cost I 
and I 



paragraph :S^2.Wicibiii^ "^H^JJ^eS^ir-oSSSlSS ^ 
STme^ars. After dieo»«ion 3*!f^jS«5JS^S^?ara6rai4 
egroved. Ihe Oomdttee f"rtJMr "od^ ^^^^ ^^.rovSd the cAt 
l£-602.2. Subjeot to ttase «>^'|S^?%.™„S^Se ciittee concurred 

pretation, as approved, is q>ioted belowi 
' "35-602 - DepreciatLoiW 

I appllcabla* \ 

^^ <Ao.o - for De preciation* ^^^'^^^^^.^ 

gS^tioi (Xr thT ' t^e <i«^PWJa tion") as provided 
^ Sctton 167 of the Ihteinal Revenue Code of Igfe/^f 
ject tothe limitations set forth in paragraph 1^2.3, 
Shall be acceptable for contract wsting purgeea. 
Allomrces for "troe depteciation,* as giat term is ^cuiea 
SrSoolhstruction IODS.SU of 1 ^Sf^xSuSve 
accordance ^dth said Inatruction, and shall J® ®=^i!^-tg 

of tils Section. Meettog these tests W.?ff ^^^^J^ 
whether (i) the depreciation J^^.Jfs coSSg 

case is acceptable for tax purposes, and Jii; S« 
/ of defense-oohtracts'is on ahasis cons^^ 
/ casting of the contractor»s noindefense «ork and is so . 
' ■' reflected. la. its bpol«S ,aJ3d^ 5^ 



/ 



1# The minutes of the 12/7l/^ meeting wre approved with the f( 



First sentence ♦ Prior to discussion of certain issues in vhich 
positions had been reserved,, it jias. generally agreed that the 
follordng ;?ould be ^resented to the Procurement Secretaries, as 
a group, for information and resolution .^^Jhere appropriate: 

a» I^lajor differences vdth injiustry* 

c» Those areas in t:hich the Services are not in accords 

l5-20li,6 - Compensation for Personal Services* " ... *' ' . 

The Coranittee revieT?ed the proposal pf the Stbcoijimittee 
as contained in their jreport.' of December 15^ 1951; and 
agreed that the proposed subparagraph, (cj should be 
changed as £bllo-'s:- * 

l?-20li.6 (e), (f) and (g), ' / - ' ' ' 

The Air Force nonacceptance of the principle set forth in these sub- 
paragraphs results in classii^ring this 'as an is sue ^ (The issue, briefl 
stated, being whether contractor, payropftts pursuant to ' Profit Sharing j 
and Stock Bonus Plans deterniinecl by profits "are merely conipensation 
measured by promts and are alloviable for yeirabursement, or vihetlier 
payments pursuant to such plans are distri'jutioTn of profits sxd 
tterefore are not feiiabursable as posts.,) To be resolved \jflEe 
Assistant Secretary of Defense ^S&l; in con3{mcticn fiith tfe 





°; ^® of 1951r) on the erdVting pro.asions 

or section X7, It -..'as generally agreed that 'the iSTR pi-ovision 
remain unchanged, that a press release be arranged on the tooic 
^er in.orination to the. pu^Mc,. a?id- that contewporan eo-aslv with 
« release, appropriate, ins tructibns beSDromulgat^d to' 
field audit pe rsonnel* ., . . , * b « »« 

1^20l*o9 (e)'b; \ • . 

"ae contractor nay elect to u^e noriaal depreciaUon rather than 
.. .the "tiTie deprepi^U^^ as detemined .ly the .3m?Vie:fcy Facilities 
Board* However, the method chosen aft er such -determ inaitioA of 
«true depreciatLon" must be folloT.«d co;aistently throi'.diout the " . 
Hie of -the emergency facilities." . ' -•t^-c. ,- \ •; . 

■ '■ ■■ :■: : iSJ:- ■ • 

1^20li.27 (f) - Pension and Ret4i4nent Plans, • 
.After considerable discussion of: reversion credits 'and the methods 
by i*hich arrangements can be made -that are equitable to the Govern- 
ment, there t-as general agreement that the paragraph remain as 
witt«n, but that thq atte.ntion,of the Assistant Secretary of 
Defense, OASp (S&L>, and the Procurement Secretaries be dirscted 
to the c^fficulty of this issue. It is ^so to be e:n3l ained tliat 
pert of the draft t-111 be is3.ued as>an instruction, as it is n SF" 
a^pro:?r3.&te as a coat pxanclpie^ .the l\irw membpr arr^pH •!•» -^^v,^ ■ 
the issue, to De inclusive of mass severence pay, and :.or--ard 
copies thereof to. the .Armr and the Air. Force. 

15-20luijl - Taxes, 

^J^ ..'^^'' ^ Tiord ."taxes" of the .sllbpafagraph add 
^'including state income tSies'.'O i • ' ' 



^IjOi^l - Underscoring denotes change. 



JAN 4 



Tt Cese ^visidn Vf Sectidti iy# Prior ^^i^Q6a;S^ certain 
issues in ^ch poQz!iISS^^ l^e'nera!^ ihat 

the f oUoTTlDg loottld te . presented to'tJie Aspcvr^Mai Secretaxlesy 4g a gro^p^ 
for inforxnationi : ••••^■;^-.:..^.-r * 



a# Ihicr past xli£fezmce« A4th^ i^ 

b« Those areias . involving a- change trom tbe current ; I ' 
/ . JkSPR- p93itlbniVaad ' ; ,;. "'V*'' 

e^* Those areaa in td^ch we are not according i^ in<ix3tif ^ ^ . . 
the treatMh;^; desired. ^^^^ - - ^ • '"..^^^^^ 

The nesibers then CQi^inienced discussion of the foUowins subt^jsts^^aj^i . 

V iS^TOkJk - Cafeterias^ THnitlg RoonSs and Other ?ood Services* ' 

Principle .modipted and agreed to* . 1. • • \ . 

l5-^ll»6 • Compensation ibr Personal ServdLces# ' V* 

The Committee reviev:ed the proposjal of the Subcpmrnittee ; ' 
and agreed that the proposed sul^ikragraph (p) should be . / . 
changed as foUo^rsi ^ " ./\ / - - ' 

• at At the end of the introdoctien to subpara^aidi 
c»j change the colon to a cor.m aad add the 

follo.TdngJ^';..- • • ■ ' ■■ . ;. ..^ . . 

"in addition to ti»se set ^f 
siltparasraph Cd) {2^, (2)j <7)# and 

(g);belOWt" \ • 

b# Revise stt1;jpaxa:3raiA (iii) to read as follousi 

"for allo-:ance purposesjr. ths cost of stock 
options Tdll be amortized equally 
appropriate jperiod frpn the date the option ' 
is e^cercised depending upon \hd terns of the 
o ption asreemeht#". . ' 

The members accepted the proposal of the Subcommittee to delete the second 
sentence of iS^TDhmS (d) (2)i 

l5-20ib«6 (e) and (f)# The Air Forbe nonacceptanee of the ^t^rinciple 
^. set ibrth in these subparagraphs results in el0^fying 

^ . this as an issue (the Issua^ briefly stated^ l5eing 

whether contractor costs In Profit Sharing and Stock 
Bonus Plans are merely coiflpensation measured by 
proiitci and are allQwable for reimbursement^ or 
whether such plans are. distribution of profits) 
to be resolved by the Assistant Secretary of 
defense (SSlL) in conjunction i^zLth the Procuremait 
Secretaries^ DEC 2 1 1954 



1$-Z>h*y ^ (1) (iii) - Q^^ne^al Research. \ 

'■ ' '} 

15-20U« 38 - Severance Pay* ' i 

^ l5-20luUl - T?xes. 

The members further detenained to delete from the revision, loaragraph 
1^2DU«U0 - strikes and Lockouts - Expenses of. 

Hi addition to the above issues the Subconimittee was requested to , 
oU^-Sy tS i^Sg^ge contained in tiie foUovdng subparagraphs, | 

1$-20U«22 - Materials and Supplies. 

Subparagraph b - re discounts, and 

' subparagraph d - re pricing of materials in stock Tihere 
i buoparagr . yepiaeement cost differs significantly 

^. from book cost. 

^ ci+^ .-f «ry.-«sal presenting a depreciation cost interpretation giving 
enJ'ctToi^ r^r^^^^^^^ p^sented f or intei-i^ Z'J^^ 

the predication of the revised Section XV, was discussed .J^^^^^^^f . 
refe?re?^tf tL SecUon 7^ Subcommittee for redevelopment, .ath a request 
that a report be provided bjr 21 December 1^5U. 

The subject of clearing the proposed revision vdth *J«^^^on^ti^ner 
General's office v&s discussed. It was concluded that it ^^ould a hx^ 
dSole to i^ormally present a co,^ to the GAO at the s turs the 
prooosal is referred to industry for comment. NOV o 0 lyb4 

' ' DEO 2 ^364 B. 

j 3 DEC G 1954 

rnin' "^M*! - ^^^-^-r.'^^ SectlOif^T^ V"!f^F^ 
~It«m5. case 5 J iw p^^eip^ - ^ftt^T ii>"20U.lU ^rg^y^. i-'. 

Sharing, in the second paragrapn, was revised to rcadt 




BSubparagraoh e - Intorcompaiy or Interdivisional 
Salefor Tr'ansfers," in ll«u of subparagraph U 

The fl^th paragraph was >vised.to,read as follwsi 

"A Staff proposal ^esenUng a depreciation cost ^ . . 
interpretation siving effect to the n«^' 
legislation, presented for interia.us5^P|nding t 
tte prJmuifeition of the revised Section 3W, was 

/ dTscSSed It lensthtaSffilg^^^;^^^ ■ 

/ referred to the Section iff 

redevelopment, with a request that, a report be_ . . . 
provided by 21 December 19^,» ; tt - " ' 



i. '&e lAnutes pf the" lDA6/5t j»etiflj were a^^^ folloTdng 

* Item 2. ^ , - u. -p,,^.^»r, «f section ]^ - Cost PrUidples^ 
The last sentence was revised to read! 

•The Air Force tentetij^eay^^ 

3.jse cf golr.^. .or.7ard tmi rej^rved tha r^-gut to review 



I 

i 



nS"«eVra^/a'final Suo«)ii»nl^tee report is issued." 
- (Ifederscorlng denotes change). NO'*' " 
C^se 534;!; - Be.H.io. nf section r7, C«|tx^ct^ 

J;co°^tiSn S 1 d^^der fi'ed-px-ice contracts of <if -^^^^^^J/.V. 
1^5 SrBnt computed in accordance tith the Interxial Revenue Act of 19^1*r 
aijp. e4ui.j1.1env v„j- <Ti'^leated that coverage had oeen 

T&e members recognized the issue, ouu inoicaiea ^.nav i-u e caption 
cSsideved ty the Section XV Subcoirmittee in "ieveloDing Part U of Sec. ion ^ 
^^berf'^dll consider this Ifert at the U/30M »eeUng. „0V1 7 ^354 

S5"'aiSg tS^visiTto indust.7.;for coiment, ttese axe, ^ , , . ^ 

1. Issues in which the De iartaental positions 'are .tJi^:-*^ 

• SS^SiS ;S be resolVed hy the <;«^ttee -^Va sub^e<luent 
/ meeting, and • . '• "' '. ■ ■■] \ :. .*• • • 
i b. Issues where the Departraental ipoiltionS i^re/gte^^^ • 

• J^ch require resoluti«i )^.#o gsiste^. ^ . ..^ 
Secretary of Defense (SCi) in conjUBcl^^m^Titi^ tie ^ 
Procurenent Secretaries. .■ • /.'^y • 

The nembers vndertook consideration of the SubcbsMtVee 
hy pl?e JSues for i^ther consideration. aK»,are.d in the knowing 

subparagraphs t 



35^20luli - Cafeterias, Mining RoonS aid other • food S%rvibeS.:^ 




15-20U»6 f - Stock Bonus Planst 
a5-20l4#8 - Contributions and Donations* 

- Depreciatiozu 
15-.2DU*11* - Profit Sharing* 

15-20U*16 e - Insurance - Officers^ Partners, or Proprietors* 
X$-20U*17 - Interest and Other Financial Expenses* 

a5-20U*27 £ - Pension and ReUrenent Plans* (In connection idth 

this issue, the Kavy neinber urged that consideration 
be given to the deletion of pension reversion credits 
and mass severance pay from the cost principles, 
presenting the proposal of the coverage of these 
subjects to industry in a separate paper, stating 
that both these items were deleted on the premise 
that one offsets the other* HoiTever, if industry 
insists on one, the CSovemment will insist on the 



^ ■ ■ '. '^T^ fVintMet Cost PrlDdplfiS# The \ 

-u. Case 5>i»U - ^-^-^^ of Sertion ' ^V^^ -..>.|^.i. .'..AJ-^imltlael 

ZiuBsUng an extension of tto «^ 

1 reoort from the Section XV^suDCorn^Ue^ ,.reson^ B I 
1 revision was concurred i^^^^^J.^^f |^'^cesr^ureau and Cor^ands. | 
I securing conanents ^^f^^^J^jf^'.'ekveriy 1 August lo$UJUN 2,2 1954 ' 

Donartmental commen ts ar e to^e r^^^^""^: _ yj -.. . 

^Xmnittoe, vice Mr. A. B. Ihonias ,. AFiJID. , 1 ... 

conmlttcoB, vice Lt. Col.:H. T. CrltcBiOW, iiriu-a. 

' a. Should coats of profit shiriiig plana *?• :p .. * 

thHxtent recoim^nded tbe proponents in the 



report? 

b. ihoiild costi of sliocl^ bontts planr:1jr.»Mot»li^ V ; 

c. Should costs of independent research and deve3x)pnent.,j . . 

/be allovjablB? , \ 

Both a. and b. «ere ans^red in f^^S^^ 
directed tovmrd the faci that althou|h^^ pljne^ ^ 

rsj^nsSdJis^s^^ 

emphasized* .•:!.. o.-... . ^ . J."^' : . • 

With respect to issue e.. It i»8 '^^/^^^^^ to 

should be allovabJB if "applicable to tJur projuct^r product line. « «> 

/general Msearch," a division was laa^ as ^o^lowa' A 
(1) ilioiablB'**if ii) tie cbfritracto? »s .b^sipeal;. is * ; \ 
• . ^ ' JpedOTlnantJj epmercial (i.e., 75$ J>r norejf, \ 

work, (iii) the contractor sutiaits reports or 
wS'aScSillshed «Kl, (iv> the; oosts are reasonable. 

(2) If the contractor»B, business is, n&^T«K*Pi^ 
/ ^ ' eomn»rcial, specific l«Vision,i«i»t.be »^^^ 

/ SaStorlupfecpstai.Itws^ | 

^ Sgotiations f^sttiSh ooflts.b*,'tendl^4 P«»J^1^^ I 

£%a6hDepartaenb90*iiatvg?64tor-w^^^ |, 

be attained. ■ ■ ^i/. s.- ' 

Ito Air Poroe reserved the right to review tpth areas^fcen a final ■ 
Subeonmittee report is issued* opT2 6 l954. 



Case . HgvlslQa of Section 17 « aetCostP 
A 2 of &e proposed yevlfllon oi ! ii' ' 



23« 

of Parts 1 



^■MjibSs M eoon as tlwy beeoBO «fBil*Me. H0V2^^»3 



t 
\ 

i. 



nembers noted a of the subject StibccnitdtlM^K^sm 

3 and li of Ifae sobjeot revlaiOtt together with i2ie^ ooDsnentd 6f Hie 6f£Lce of; 
|he Bepul9' taptMller for Aoeomld^ (10)^ OQQiiO&g ibb O^tri^ei 

^slfiQn Htl^ reepeet to the iesoM nwesoJ^J]^ 1^ 3jab!^$ip^ -Co^ 
Mderatlon of tbe xepo^te mve, dafwred f)i8ndUij^ 4kfSreio$tt^t"of &^a^ 
nenta), positive tdtbxe^ect to Jth^ 1953: 



It was agreed that the ASHl Oonntttee ehooLl lamedlateiy unaeiTawi # 



( 



1 



a» Recasting of the fltSbcorad^ repori iH. <the ftxnat ©f *»» 

Deletioif Of tha liplelflg accduildag data* . - 
e* * ThB lOTlsii to be- applicable onlar *o cost-type t««rt^*»» ^ 
ti. Upon tsimatffctoir of the cost ptlnci^ for 

^ ia«a-pri6e cbntracto. . 

.task .«s assigped to the Wfxo^Xf Sabcoainittoe jfbr ac^^ I 
The nembei. «eie farther* -ivlsed *»» J?»«S5^S* 

■ \to cowplete their assignnent cn an expedited \»jlBe PtB 8 



S ©aLnan read ^ Ue awabere a ""J^JiJ^J J^^Sa Director of Procuremeat 
S-cSTani Coatraettag policies "•'^'^SeS^xSached by a panel of \ 
fp^cSon Policies, ^i^?:2•2ti^t^fA:S^S sTcretaxy of Defense \ 
^ and Services «PX"Si^S5»S^f ttei^oa to. SectKa W. > copy of 

Mi^^^a^'"^^^ ^"^^ — _ 

.rs e:5>ressed ooneem otg ^^^^^.^^^^^^tLt 
Sbbeenraittee and disetesed the feasibilitgr Of """^ 'S^^—xw-T^^iXL/jk. 



"^^^^ / W - rmtr-* PilnciPlw* 

Bavis^"" «^ aectioo ^ , nj, j | n i I Tl i i ' > 
"awabere a aaaoraabA signea oy 



4et» >o«wd 



•Cfeot«« 



l,^ " ", ' ^ Q«-+A«n yv - famtraet Co st Principles* During 

5. Case 5>J»U - Revision of SectJ^ en XV Luxaiu uli Hi jni l j developea 

tho TsS subcommittee, tt.oCc^ttee»^e« ^^^^^ 
,,XV^bcc»»aittee.had ^aid^J»J^^ ««,3pted 
The limbers. -verejftotJier i^ included* Hltb atoor nodifica- 

the report in wbstenoe and; that tt f^^.^^"^*,^^^ agreed tiiat in 

Smei do«» art liDly CcwdttM a»r<ml. MI6 11ia53 

■n* Case 5VliU - R«.>.4Aon T7 - Contract Cost Prin.3i.3l9S.: Pie 

lU case >>«u ILtents SuLccmmx-s iee connaenttng o.n the \ 

vmS^TB noted a '^P<»^/f?» 2? JJJ? , vdti a B^jppleaiaital . . 

SS?ttm1S'pa?2?^ jStSSSe St^i IT^J^ember 195j?^ch the i 
^fh£^S^^ tlTsecttonXy Subconnittae for 5 gg^|fagc^ 

17* Case S>^ Revision of Section TSl^ ^ — \ 

f / Jbe Bwtow liotad Part «f Beetle© OT^ dteveloped % the ; A 
(I Subconalttee, vtdch was forwarded to the Departaentje ttr 

coraients^ ^dth a request that conrmente be presented hy • - ; 
.a October 1953t .. . 



Oonslcteratloxk 1he Iseae ms to idie^ih^^ XT should r t. 

te incorporated In price jndeteziidsnatlopjblauaeB on a H 
mandatory or optional basis vas daferred mtll the next J 
neetlng at the request of the Office of the Deputy Ccnptroller » 
for Accounting PoUegr^ OSD» . OCT 6 1853 



ii# Case 5>JJi RevisioiB of ^ebtlon xy» The -Section Subconi^ilttee enteral 
/the meeting for discussion of the problem/of iJhether Section X7 should provid^ 
^ for the soedfie inclusion bgr contract provision of the revised coat principles 
in contracts containing price redetenainatlon or Incentive provisions^ ,Zt was 
deiennihed to reserve . action on this issue until- the Subconmilttee could present 
specific contract language for consideration^ 3Jie tentative conclusion ifaa 
that the clause should read lhat the prind-ples were .a->plicable to aich c<a>- \ ^ 
Iracts as a guide on3y» She changes and the clause are to be presented for | i 
^n4<ierin^ ai ^}»10/2D/S3 meetings 1 3 ■ • . 



± fiase 53-lili - ■BevieioP of gectlan Ito lb» 3f>ctim X? BubccBBiitteo • - 
Srbered the aeeting for tEs^isslon of ibe problaa of itoethar the revised; I 
fction XV would be incorjiorated'tsr reference in all price redetenniijatLw \ 
aitd ineenttva elausae Ifi «hat «f eontrect proviaiett /wm . ' 
appropilata tor the purpose. After a prolonged discussion Vitt *e flnnbera 
of the Subcomnittea and a representaUv© of the Deputy COBptroller's Office 
«te Ccnmittee detendned ttat tliare no irtfarw^e :tip fiecttoir T7 in these 
*5a8es," Bie C«q)tp6ller»B'r^x»sa«*ttTe (ttd lot' tio^i^ »rf.th Ihe Ceairaittei* 
fccisipn* Ihe pzvpoaed iiwsSing to aeoeii^Jliijh tULfi ©oneept-wais ^»roved by 
itbe BBtoberBt A special Qpoup was ^signRtwi to «et Ibrth in vwitlng, 
subBttottatlon on the ^porttion lte no»i4nclUBi<« end liie reiafesentetive 
of -the Deputy Conptrollar>8 Qffiee vill provide hiB^wittien visits for 
mandatory inclus;ien« These doonmente vdH vltuaateljr be fontardsd to a 
higher for resolgtton •! ttie lssus»^^^,.' i^^^ * • i 

/ litnbvs dasienat^d to the SpSctai J^Hl Qiroap to develop Ihs Comniittee » ^ 
^osiUm werei ; * " ^ 

Jailer - Brig, Gen, W, R, Allaiv 05 J^Jt ^^^i^"^ 
Jevy • lir* IS, Baxmeni^ ^haiznanl^ 
I. - • Col. 'Biosa V« Ibran* iFHFS- u 



divided in the fbllo«ing ordert 
a* Parts 1 and 2, and 
b. Part 3* 

^ ..bers .esi^ated to the 8ubc«««ittee to underta^ stuc^ were. 

MB -Mr. H. H. Gallnp (ChaiiTO^ ^ 
Aw«r • (Proc.) It. Col» J» M» Railing, w 
^ S^^ting) (TO be designated^ 

Mavy • Mr. E. T. Cook, SfiA 

Mr! A. C. SawalUsch, ONH 
> AF - Ul H. T. CritcKLow, AFMPB 

1 OSD - (To be designated) jy,^ 9 1953 

^. case - ^v^^i^fe^^t^^rS^^ 
represenUtlm to the aibjeot Su bcolttoe,, JUH x 

Se Subcfln»4tt«e,-p3^^^|^^"SSi to rerdae Section W. 

of this Revision^ JUL 7 . -^^ 

IV Case - Rev isioTofl^ tjon ly -> Contract C<='»^^f^-f^^ J^,,f 

J±bers noled d m^^ahd;«u irora ihe Chairman oil Lixe Sjc^on^v^^jbc^mittee^ 
^Mch recormnended that paragriph;i5~3W^ 

ittee for consideraticn pn-en «kcceXerated basi?, ^11^ 
Sferred the problem to tixe Taac Sul?committee for J^'^'f^^S?. 
reconinendation, vdLtii A request that, a report be provided bST B/WS^•^ 





IMMEDIATE RELEASE 



MAY 12, 1955 



NO, 456-55 
LI 5-6700 Ext. 53201 




DEPRECIATION PARAGRAPH INCLUDED 
IN ASPR COST INTERPRETATION 



A cost interpretation paragraph^ relating to depreciation, will 
be included as part of Section .XV of the Armed Services Procurement 
Regulation, effective June 1, 1955j Thomas P, Pike, Assistant 
Secretary of Defense (Supply and Logistics), announced today. 

The new paragraph, 15-6C2, which will be published by the 
Government Printing Office as Revision of the ASPR, follows: 

"15-602 - Depreciation . 

"15-602.1 - Applicability and Effective Date . This cost inter- 
pretation pertains to ASi^R 15-204 (dj, 15-205ib; and 15-205 (o). It is 
applicable with respect to all cost -reimbursement type contracts 
placed on and after 1 June 1955 and, also, to all existing cost-reim- 
bursement type contracts not completed at that date except as to 
predetermined overhead rates or fixed amounts of overhead which have 
finally been agreed upon for particular periods. However, the fore- 
going sentence does not supersede any express agreement in writing 
that a different interpretation shall be applicable. 

"15-602.2 - Allowances for Depreciation ^ Allowances for depreci- 
ation (other than "true depreciation") as provided in Section 167 of 
the Internal Revenue Code of 195^^ subject to the limitations set 
forth in paragraph 15-602. 3^ shall be acceptable for contract costing 
purposes. Allowances for "true depreciation", as that term is de- 
fined in DOD Instruction 4105. 3^ of 1 July 195^, shall be in accord- 
ance with said Instruction, and shall be exclusive of' other methods 
of depreciation with respect to the assets involved in the determina- 
tion of "true depreciation." 

"15-602.3 - Interpretation . Depreciation computed in accordance 
with paragraph 15-b02.2 above is allowable provided it meets the test 
of reasonableness and allocability to defense contracts and other 
applicable provisions of this Section. Meeting these tests may depend 
upon whether (i) the depreciation allowance in the particular case is 
'acceptable for tax purposes, and (li) the costing of defense contracts 
is on a basis consistent with the costing of the contractor's non- 
lefense work and is so reflected in its books and records." 



END 



1$ August 19^6 



mmASBu:: ?or.: cHAiirA:!, aspr coistttse 

SUBJECT: Case :^3-U; - Section XV - l5-20U. 2 (aa) 
Training and Educational Costs 

Pursuant to Item 3 of ASPR mnutes of 7 August 1956, the 
Editing Coitmiittee has' edited the subject mterial, as set forth 
in Tab A. 



C. W. Wilkinson John Green ff^po;ce S^ber 

Lt. Colonel, JAGC . ija^n/ Member Axr .orce .le.oer 
Chainnan (absent) 
Amy Member 



Incl: Tab A 



DEPARTilEKT OF THE NAVY 
, . OFFICE OF NAVAL MATERIAL 

WASHINGTON 25,D. C. 

M36/ACS:11 

MEH0 RAI3DM FOR TRE CHAIRMAN, ASPR COICilTTBS 

Subj: CasG 53-liU - Special Subconimiti: ee ASPR l5-20U.2(bb) 
Training and Educational Expense 

Ref : (a) Report of Subcommittee of 12 July 1956 

End: (l) Proposed language for ASPR l5-20U.2(bb) 

1. Reference (a) was considered by the ASPR Cow^oittee at their 
meeting on 31 July 1956. A number of rccoramGndations were made 
which the subcoinnittee has endeavored to incorporate in 
enclosure (l)» . - 

2. It is probable that subparagraph e of enclosure (1) will also 
be included in ASPR. 15-20U.3 - Unallowable Costs and referenced 
back to ASPR l5-20U.2(bb). 

3. The enclosure has not been coordinated with the Office of the 
Secretary of Defense, Office of ^lanpowcr Sup ly, it being the 
understanding of the Subcommittee that the ASPR Comiittee would 
do so. 



A. C. Sawallisch, Chaii 



rman 



Committee Members 

Mr. Paul il. Southwell, AFMPP 

Mr, Thos. B. Worsley, Armj' Ord. 

lir. ¥, L. Latta, AFAUD 

Mr. James Ruttenberg, NAVCOMPT(CAD) 



l5-20Ut2(!bb) - Training and Sducational Expenses 



at The costs of preparation and maintenance of a prosram of instruction 
at non-colle.9je level designed to increase the vocational effectivenss of ^ 
employees include the salaries of the director of training and staff, train- 
ing materials and textbooks when the training program is conducted by the 
contractor; and tuition, fees, training materials, and textbooks, when the 
training is of a non-college level in institutions conducted by other than 
the contractor. Such costs are allowable. In both instances, costs may 
include salaries or wages of trainees during r egular workir^ hours, 

b* The costs of part-time technical, engineering and scientific 
education, related to the job requirements of bona fide employees, at an 
unier-graduate or post-graduate college level are allowable as follows: 

It Tuition, fees, training materials and textbooks j or, in lieu 
of tuition, instructors* salaries and the related share of indirect 
expense, provided tiiat the sujn thereof is not in excess of the tuition 
vAiich would have been paid to the participating educational institution* 

2. Straight-time compensation of employees for time spent attending 
classes not in excess of a total of 156 hours per year where circum- 
stances do not. permit the operation of classes after regular working 
hours. 

c. The costs of tuition, fees, training?, materials and textbooks (but 
not subsistence, salary, or any other emoluments) in connection with 
scientific ancT engineering education related to the job requirements of 
bona fide ernioloyces, on a full-time basis at a post-graduate college level 
for a total period not to exceed one school year, are allowable. . In unusual 
cases T*iere required by military technology, the period may be extended* 

d* Maintenance expense and normal depreciation or fair rental on 
facilities owned or leased by the contractor are allowable to the extent 
that such facilities are used xinder programs falling within a or b, above. 

e# The costs of training and education of other than bona fide 
employees are not allowable* 

ft Grants to educational or training institutions, including the 
donation of facilities cr other properties, scholarships or fellox^ships, 
are considered a s contributions and will be treated as provided under 
ASPR l5-20l4t3(c). 
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DSPARTl-lECT OF TK3 NAVY ) 
OFFICE OF i;JAVAL IRTSEIIAL 
WASKII«}TON 25, C, 

M36/AC3:11 
12 July 1956 

MEMORANDUII FOR THE CmM'IAN, ASPR COJC'-ITTEJ; 

Subj; Case 53-lili - Special Subcomiidttee ASPR l5^20Ut2(.bb) Training 
and Educational Expense 

End: (1) Proposed draft as agreed upon by i4r^ Latta, AFAUDj 

¥x. James Ruttenberg, Navy CAD, and A* C, Sawallisch, 
Navy ONiyi* 

(2) Discussions in support of enclosurie (1)# 

(3) Proposed draft of Memorandum to the Secretary of Defense 
or other competent authority for ruling on the disputed 
portion • 

(k) Proposed draft as agreed upon Ir/ Mr^ Paul Southnell, kJ^^?; 
Mr/ Thomas 3, i-Jorsley, Army Ord, and Mr* Albert Kay, Office 
of ASTSECDEF^^miIP0\T5R & R:j3EaVTJ.) 

(5) Disci:ission in support of enclosure (![)• 

(6) Proposed Section ASPR l5-20U#2(bb) presented by Mr* Ken Borgen, 
Navy Industrial Manpower, and discussion in support thereof ♦ . 

1. The Special Subcommittee appointed by the ASPR Comodttee on 6 April 
1956 to consider the problem of extent to which Training and Educational 
Costs should be allowed is unable to come to complete a?;reement and the 
diverse opinions are being presented to the ilSPR Committee for resolution* 

2t Agreement has been reached, with some c^ifferences in lan^^uage, to 
allow the costs of (i) vocatiorial training, whether it be "in-plant" or 
in vocational or trade schools, i^e*, the training of welders, electricians, 
machine operators, etc., and (ii) traiiiing of a short term nature which 
is necessary to meet an immediate, clearly defined need of the con- 
tractor in connection with a specific engineering, production or adminis- 
trative problem* The latter type of training may be in the plants or 
laboratories of other contractors or of the Government, or in technical 
institutions as well as in trade or vocational schools • 

3. The essential difference concerns the allowability of costs for 
college and post-graduate courses in the sciences and engineering in 
a curriculum leading to higher academic degrees rather than to meet an 
immediate need of the contractor* Enclosvxes (1), (2) and (3) present 
the position of the group which is of the opinion that there is no 
existing Department of Defense policy which permits the acceptance of 
such costs and are of the further opinion that policy making in this 
field, being of a National interest, should be undertaken by those in 
the Government charged vdth respect to education and training rather than 



) 



by purchasing and accounting personnel. Enclosures (U) and (5) 
present the position of the group which would allow such costs, together 
with standards and limitations for allowability thereof. Enclosure (6). 
is a draft of proposed ASPR Section l5-20l;.2(bb) submitted Ty Mr, Ken 
Borgen, Navy Industrial Mar?)ower» 



Committee Members 

Mr, W, L. Latta, AFAUD 
Mr, JaiiES Ruttenberg, Navy CAD 
Mr. Paul M. Southwell, AITIPP 
Mr. Thos. B. V7orsley, Army Qrd, 

Coordinat ed with : 

llr. Albert Kay, QASD(1^P&R) 

Mr, Ken Borgen, Navy Industrial Manpower 
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15-201; • 2 (bb) Training and Educational Expense > 

(a) Vocational training is that type of training, generally of a 
short term nature, which is necessary to meet an iTOuediate, clearly 
defined need of the contractor, such as training to over come a particular 
engineering, production, or administrative problem* It may be carried 

on in plant, in trade or vocational schools or in technical institutions • 
The costs of preparing and carrying out vocational training courses may 
include the salaries or wages of the training director and staff; 
training material and text boolcs liien the program is controlled by the 
contractor, and the salaries or wages of trainees for time spent during 
regular working hours. Costs may also include the salaries or wages ^ 
of trainees for tijne spent during regular workirg hours, travel, tuition, 
laboratory fees, training materials and text books when the training 
is carried out in vocational, trade or technical training institutions* 
Such costs are allowable when reasonable and properly allocated to all. 
work of the contractor. 

(b) The costs of educational and general training programs of a 
tjTpe aimed primarily at increasing the general educational or skill 
level of trainees, rather than solvin;^;; iminiediate specific problems are 
not allowable. This includes the general area of long ran^e management, 
executive or professional training programs and. scholarships, fellow- 
ships or other emoluments to employees or others. 
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DISCU55IQ??S IN SUPPORT OF ENCLOSURE (1 ) 

!♦ It is the opinion of the undersigned that under existing policies 
there should be separate treatments for expenses in connection with 
vocational trainir^; i»e,, training of supervisors, machine operators, 
welders, electricians, etc. and tlie education in technological fields 
of engineers, scientists, etc, 

2« It has long been the practice of industry to support the expense of 
vocational trai Ing. This practice had its recognized acceptance in 
the guild and apprentice systems irhich have for years been a part of 
union agreements. An acceleration of this practice was instituted during 
World War II when the shortage of skilled workmen and foremen became 
acute and the Armed Services established a policy of accepting a pro- 
rata portion of such costs in connection with Defense contracting. It 
is the opinion of the undersigned that that practice should be continued 
and that it be made clear that training costs in vocational or technical 
training schools also be acceptable in order to give identical support 
in those instances where smallfirms find it impratical to conduct 
"in-plant" vocational or technical training, 

3, %ile tlie undersigned do not question the need for development of 
more and better engineering and scientific personnel, thoy do not 
consider that the policy heretofore followed in regard to vocational 
training expenses should be autoriiatically applied to educational costs 
in the professional and academic fields without a delineation of 
poliqy by competent authority. If one uses current newspaper, magazine 
and company publication stories as basis for judgement, these costs 
are going to" be substantial and their acceptance in cost-type contracting 
would make their acceptance in redeterminable and incentive type contract- 
ing almost mandatory* 

. U, A proposed paragraph ASPR l5-20U»2(bb) is attached as enclosure (l) 
which would allow the cost of the type training discussed in paragraph 2 
above and not allow the costs of the type discussed in paragraph 3 above. 
It is in connection with the type of costs discussed in paragraph 3 above 
that the Comr;dttee cannot come to agreement, jSnclosiire (3) is a draft 
of a memorandum which the ASPR Committee may wish to submit to competent 
authority for a statement of policy* 
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rIEMORANDUM FOR THE SECR:OTARy OF DEFENSE 

Sub j : Employ ee Educational Costs Incurred by Defense Contractors 

1. The stopped-up production rvquiremcnts during World War II created 
a demand for" skilled craftsmen such as welders, electricians, etc* that 
could be met only by extensive training courses, most of which were 
conducted on an "in-plant" basis^ A pones'^ to accept such training 
costs in connection with Defense contracts was established and has been 
continued, 

2t The current demand by industry for more and more engineers and 
scientists to produce the highly technical military items now in use 
and to carry out the extensive research and development programs is 
well knoim., ^ recent study by the Phoenix, Arizona, Chamber of 
Comnierce stated that this years graduating class would fall short by 
50,000 ment In an effort to meet this demand numerous educational 
programs, both graduate and undergraduate are being instituted and 
given financial support by industry and our procurinr- activities are 
faced with the problem of how much, if any, of the costs of such programs 
should bo allowed in the costing or pricing of Defense contracts. The 
folloi'^ring excerpts are taken from an article on the subject in the May 26 
"Business Week." 

"Mary companies have set up programs to send a fevr of their more 
highly talented engineers to graduate schools full-tiine. Others are 
planning to send their :nf^ineers to special graduate courses a few hours 
a week, on company time* Some arc trying to persuade graduate school 
facilities to set up off -campus schools for their ergineers by offering 
to build facilities and pay instructors." 

Convair Division of General Dynamics Corporation is working hard to 
persuade the University of California regents to set up a graduate school 
at San Diego and "guarantees students for the center, has promised aid 
in funds, equipment, and pay for the faculty. Unofficial estimates put 
the cost of building the center at close to f^k million." 

General Electric is just establishing a program which "will send 20 
engineers to Syracuse Universit3- and 1|0 to Rensselaer Polytechnic 
Institute to work for their doctorates. It will pay the cost of their 
tuition and books, put them on the caiipany pay roll and they will get 
seniority and credit for any benefits that might accrue to them," 

Syracuse University is oporatin;': three branches; one at Griffs 
Air Force Base at Rome, NowYork, for Air Force engineers and General 
Electric engineers from a nearby plant j the second and third at Endicott 
and Poughkeepsie, New York, for I.B.M4 engineers. The Air Force and IBM 
supply classrooms on their own properties and the two caapanies and the 
Ais Force foot the bills for faculty salaries, travel and overheads 
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Rensselaer Polytechnic is operating a graduate school near Hartford, 
Connecticut, in facilities provided by United Aircraft Corporation, 
80;^ of the students are United Aircraft Coiporation employees and the 
United Aircraft Corporation is unden^iting the experiment for five years. 
The cost to the caapar^r is about ni'liOOO a year per student. 

A recent Raytheon Manufacturing Company plant publication announced 
availability to their science and engineering eitployees of educational 
grants at M.I.T, and Harvard. Grants willcover full tuition, fees, book 
allovjanco and a monthly salary of ^2U0 while in residence at the school. 
Undergraduate students are also considered if working for a science or 
engineering de::rce and plan to join the company upon graduation. 

3. Obviously, the costs to industry for support of these prosrams will 
bccovne significant, particularly in the aviation, gu.ided missile, 
electronic, nuclear physics and other highly technical fields where the 
shortage of engineers and scientists is greatest, and it is in those 
fields^'where the military departments are the principal customers. 
Assuming, therefore, that such costs were accepted, even on an allocated 
basis, substantial dollars appropriated for the purchase of Defense 
material would be spent in support of educational programs, 

h. It is well known that the present National policy is to encourage 
industrj/-, colleses, universities, and foundations to give support to 
any program designed to increase the quantity and quality of engineering 
an^. sciontific personnel. It has not been noted, however, that any 
Government financial support has been made available for vhe furtherance 
of such programs. A number of questions therefore present themselves 
in connection with the possible acceptance of such costs in our contracting. 

a. If it is determined that the National interest requires a 
Government subsidy'- for engineering and scientific education, should the 
subsidy be administered through private contractors, thereby working to 
their individual canpotitive advantage, includir^ a profit on their 
participation in the program, or should it be administered directly by 
the Governmenb. 

b. If participation is to be tiirough the allowance of the cost in 
Defense contracting should such support be limited to (i) specific fields 
and, if so, which fields j (ii) which types of cost should be allowable, i.e., 
tuition, laboratory fees, salaries paid to instructors, text books, 
compensation of students while in attendance, cost of scholarships, etc; 
(iii) should Defenije participation be limited to a «!'>ecified ratio of 

total contract costs? 

5, Procurement and audit policies and procedures in this area are greatly 
in need. It is opinion, however, that some basic policy which could be 
prescribed from answers to the qucsfion proposed above must first be 
established. Since this is an area coming within the purview of your ^ 
office, I will (greatly appreciate an expression from you as to the policy 
we should pursue. 
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l^-20lit2(bb) - Training and Educational Expenses 



at Preparation and maintonancG of a program of instruction designed 
to increase the vocational effectiveness of canployecs include the salaries 
of the director of training and staff, training materials and textbooks 
when the training program is conducted by the contractor; and tuition, 
fees, training materials, and textbooks, vrhen the training is of a non- 
collegG level in institutions conducted by other than the contractor* In 
both instances, costs may include salaries or wages of trainees during 
regular working hours, 

bt Part-time technical, enginecrinf;; and scientific education at an 
under- graduate or post-graduate college level as follows: 

1, Tuition, fees, training materials and textbooks • 

2* Where circumstances do not permit education after paid 
working hours, regular employee compensation is also 
allowable for instruction not in excess of a total of 
156 hours per year, 

c. Tuition, fees, training materials and textbooks (but not sub-^ 
sistenco, salary, or any other emoluincnts) in ccnnection with scientific 
and. engineering education of bona fide employees on a full-time basis 
at a post-graduate college level for a total period not to exceed one 
school year. In unusual cases where required by militarj'^ technologj'', 
the period may be extend ed» 

/Ji The costs of training and education of other than bona fide 
employees, including scholarships and fellowships, are not allowablejj/-J^ 



This paragraph could be transferred to part of Section XV covering 
unallowable costs • 
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Discussion in Support of Enclosure (U) 



TliG \indcrsigned reprosentativos of Arnjy and Air Force join in the 
follovyring staff report and recommenda^bns* These are concurred in on 
a staff basis by the representative of the Office of the Assistant 
Secretary of Defense (>dP<SJt). 

It is the opinion of the undersigned that the ASPR Conuaittee desires 
a reconr-Tiendation of policy regarding allowance of the expenses for train- 
ing technical, engineering and scientific personnel as well as "vocational 
training," if».^*j training of mchinists, welders, electricians, etc« The 
undersigned feel th?<t the ASPR Subcominitteo on Training Costs was assigned 
the task of developing and proposing a policy on a staff basis, and x-jas 
not e:>q3ecte.d to sidc-^step the issue by requesting higher authority itself 
to do the ground-work toward establishing said policy. This is rnade amply 
clear in "Instructions to and Dutias of ASPR Sub comrait tecs, " dated 30 Aiigust 
1955 • 

It seems to the undersigned that the group presenting Enclosures (l), 
(2), and (3) base their thinl<:ing on tlx unrealistic position that the 
training of welders is more important than the training of scientific and 
engineering personnel • We believe this position is untenable from the " 
standpoint of assuring the delivery of high qualitj?- end-items on a timely 
basis • The national need for a substantial increase in quality and quan- 
tity of scientific personnel is too well known to require elaboration. 
The President and other principal officials of the Executive Branch hD.ve 
expressed concern over the problem as a key factor in maintaining techno- 
logical supremacy. Objective measures of industr:/-'s needs are reflected 
in the classified sections of the daily newspapers and in industry's 
frantic efforts to recruit the graduates of engineering schools. 

In the face of these shortages, industry has in the last few j^ears 
fostered college and post-graduate level training of their own employees 
as the most immediate and direct way of meeting their production problems, 
and the demand for products of ever increasing quality and complexity. 
This is particularly true in military applications of nucleonics, aoro- 
nautics and electronics. 

As a matter of general principle, it seems to us tliat costs incurred 
in such a training program are valid costs of production which . will result 
in bettor performance on military contracts. The proposed policy sot forth 
in Enclosure (U) is designed in best interests of the Government, with due 
consideration of fairness and equity to industry. It does not allow all 
oducational and training costs at the <cilegc and post-graduate training 
level. It takes due account of comioercial practice in today's situation. 
At the same time, it limits and defines the alloviability of such costs 
and requires the contractor to boar his own share thereof. 

There appears to be agreement between the group presenting Enclosures 
(1), (2), and (3) and group presenting Enclosures vU) and (5) regarding 
allowability of costs of non-collegiate training. 
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ThG irajor point at issue is the allOTabLlity of costs of college 
and post-graduate lovel scientific and engineering training. Paragraphs 
b ard c of Enclosure (U) place limits upon the allowability of such train-, 
ing, whether it be part-time or full-time* Paragraph b defines the types 
of expenses allowable and' the amount of part-time training for which an 
employee may be compensated* Essentially, it allows for costs of tuition, 
fees, training materials and textbooks, because the most common practice 
is for education after paid working hours, I'Jhere circumstances do not per- 
mit education during paid working hours, regular employee canpensation is 
also allo^jable not in excess of 156 hours per year. This is the approxi- 
mate equivalent of one 3-hour course per week* 

Paragraph c of Enclosure (U) deals with scientific and engineering 
education' on a full-time basis ♦ It recognizes that such arrangements are 
occasionally necessary, but prescribes reasonable limits of allowability • 
It limits reimbursabiiity to boaa fide employee; to training in scien- . 
tific and engineering aroasj to post-graduate training aloncj and total 
roimburscraent to one school year unless required in unusual cases by mili- 
tary technology* Host important, it limits Government payments to the 
educational expense alone, (i^e., to tuition, fees, etc*,), leaving the 
contractor to incur the cost of compensation. Since the Government's costs 
in these very special instances will be on the order of a pro -rated part 
of 5pl,000 per year, while the contractor's share for compensation is likely 
to be at least of an order of ^^,000 per year (typical salary of an in- 
experioixed engineer), it is felt that contractors will not incur such 
costs unless there is some positive benefit. 

In general, it is felt that the distinction made in Enclosure (1) and 
(2) between long range and immediate needs is a fictitious one. The need 
for more and better scientific and engineering personnel - and the educa- 
tional programs designed to meet such needs - is in a real sense immediate. 
It is just as immediate and certainly more important than the need for 
training welders, from the standpoint of obtaining the complex military 
equipment needed in today's situr.tion* Actually, the government is in many 
cases allowing costs of college and post-graduate training, b-^.t not on a 
uniform basis and certainly with no clearly defined limitations and stand- 



The undersigned therefore recom^iend the adoption of the policy set 
forth in Enclosure (U) for incorporation in ASPR l5-20li*2 (bb), "Training 
and Educational Expenses." 



ards* 



Thomas B. Worsley, Army 



/s/ Thomas Worsley 



/s/ Paul M> Southwell 
?aul >!• i:>outhwell, Air Force 
Proc\arement Member 



/s/ Albert Kay 



Albert Kay, OASJJ "(nPmJ 
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) 

l5-20U#2(bb) - Training and Educational ExpensGS 

a* Prcpciration and maintonance of a program of instruction designed 
to increase the vocational effectiveness of employees include the salaries 
of the director of training and staff, training materials and textbooks 
when the training program is conducted by the contractor; and tuition, fees, 
training materials, and textbooks, when the training is of a non-college 
level in institutions conducted by other than the contractor, InbDth 
instances, alla^able costs may include salaries or wages of trainees during 
regular v/orking hours* 

b. Certain part-time technical, ci-gineering and scientiiic training 
costs of a college level are allovjable in cases wtere the training is 
required for contract performance and is directly related to the job 
requirements of the employee as follows: 

(1) Tuition, foes, training materials and textbooks, 

(2) Employee compensation is allowable during regular working 
hours for instruction not in excess of a total' of 156 
hours per year in cases where circumstances do not permit 
training after paid xsrorking hours, 

c. The costs of general educational programs of a college level, 
including scholarships and f ellovjships , and the costs of training and 
education of other than bona fide employees are not allowable. 



The above appears to me to be in line with industry practice, reasonable, 
equitable, 3nd to provide incentive to contractors for the economical 
use of Government funds in that rigid limitations are established fdr^ 
pajnnent of costs of trairdng of engineering and scientific personnel in 
terms of relation to contract performance* 
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06C/6UM:ag 
6 July 1956 



. MEMORANDUM FOR THE ASPR COMMITTEE 

Subj : ASPR Case 53-44 — Revision of Section XV, Contract 
Cost Principles 

1. The editing and reproduction of Part 1 of Section XV 
have been completed and this edited Part is attached hereto. 

2. In editing this Part, the Editing Subcommittee con- 
sidered it preferable to place the material set forth in pro- 
posed ASPR 15-102.2 in Part 1 rather than add it to Part 5 
v^ich would become unnecessary to retain i^en Parts 3, 4, and 
7 are developed on the same bases as the proposed nev Part 2. 

3. The edited Part 2 of Section XV, dated 20 i^ril 1956, 
was furnished to you with memorandtim of 26 April 1956 and - 
was subsequently corrected as Indicated in the memorandum of 
May 7, 1956 to the Secretary of the ASPR Committee. 

4. The Editing Subcommittee recommends that the attached 
Part 1 be released for publication simultaneously with Part 2. 



Charles W. Wilkinson George W. Markey, Jr. John W. Perry 
Lt. Colonel, SS JAG Navy Member Air Force Member 

Army Member Chaizman 



End 



SECTION XV 



CONTRACT COST PRINCIPLES 



15-000 Scope of Section . This Section sets forth principles and 
standards for the determination and allowance of costs in connec- 
tion with the perfoimance of cost-reimbursenent type contracts 
and cost-reimbursement type subcontracts thereunder. 

PART 1 - GENERAL 

15-101 Applicability . Subject to ASPR 15-102, the provisions of 
Part 2, Part 3, Part 4, or Part 7 of this Section (v*iichever Part 
is applicable) shall be followed in connection with all cost- 
reimbursement type contracts (including cost-reimbursement sub- 
contracts thereunder) ; however, when deemed by the Head of a 
Procuring Activity concerned to be more suitable for a particular 
contract, Part 2 may be followed in place of Parts 3, 4, or 7 
(and see ASPR, Section 111^ Part 7, as to negotiated overhead 
rates). The term "cost-reimbursement type contract," as used 
throughout this Section, includes cost contracts, cost-sharing 
contracts, cost-plus-a-fixed-fee contracts, cost-plus-incentive- 
fee contracts, and the cost-reimbursenent portion of time-and- 
materials or other contracts (see ASPR 3-404 and 3-405.1). 

15-102 Contract Provisions . 

15-102.1 General . Part 2, Part 3, Part 4, or Part 7 of this 
Section (whichever is applicable) shall be made a part of every 
contract of the type referred to in ASPR 15-101, by setting forth 
the appropriate Part in the contract, appending it to the contract, 
or incorporating it by reference in the contract; however: 

(i) any such contract may expressly make unallowable 
any item of cost which would otherwise be allow- 
able iinder the Part of this Section which is made 
a part of the contract; and 

(ii) any contract subject to Part 3 or 4 (including those 
made subject thereto by Part 7) may expressly provide 
for the allowability of any of the kinds of costs 
referred to in Part 5 of this Section unless any such 
cost is expressly excluded under Part 3 or 4 (which- 
ever is applicable). 



15>102.2 Negotiation of Special Items o 

(a) Precontract Costs > When special provisions for re- 
imbursement of precontract costs are included in a contract in 
accordance with ASPR 15-204.3(j) and ASPR 15-502(a), they shall 
specify the period of time during which such costs must have 
been incurred as well as the type and amount of such costs. 

(b) General Research Costs o In determining whether a 
special provision, providing for reimbursement of general research 
costs in accordance with ASPR 15-204 o2(v) (2) and ASPR 15-502(m), 
will be included in the contract, the following factors shall be 
considered: 

(i) scope, nature, and quality of the contractor's in- 
dependent general research program; 

(ii) capability of the contractor in the particular re- 
search field; 

(iii) benefits which may accrue to the Government; 

(iv) comparison of size and cost of contractor's previous 
years' independent research programs; and 

(v) proportion of Government business to contractor's 
total business. 
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Proposed paragraph 15«-204.o2(y) as recommended by Tax Saboommittee 



(y) Taxes > 

(1) Taxes are charges levied by Federal^ State ^ ep-S^eea^ ^T^^^^^ 
forelgt^ govenmentso They do not include fines and penalties except as other- 
wise provided hereino In general^ taxes (including State and local income 
taxes) which the contractor is required to pay and which are paid or accrued 
in accordance with generally accepted accounting principles are allowable^ 
except fors 

(i) Federal income and excess profits taxes | 

(ii) taxes in connection with financing^ refinancing or refund- 
ing operations (see ISPR 15-204«3(g))s 

(iii) taxes from which exemptions are available to the contractor 
directly or available to ifae contractor based .on an exenp-* 
tion afforded the Government except when the contracting 
officer determines that the administrative burden incident 
to obtaining the exemption outwei^ the corresponding 
benefits accruing to the QoverzuDentj and 

(iv) special assessments on land which represent capital ia- 
provsmentso 

(2) Taxes otherwise allowable under (1) above, but which may be il- 
legally or erroneously assessed, are allowable j provided that the contractor 
prior to payment of such tastess 



Subpara (y) Taxes (contM) 

(i) promptly requests instructions from the contracting officer 
concerning such taxes | and 
(ii) takes all action directed by the contracting officer^ incliad- 
ing cooperation irLth and forihe benefit of the Governments 
to (A) determine the legality of such assessment or^ (B) 
secure a refund of such taxes « 

itea8eBab3ie-eee%e-ej^-^y-6Heh-p»eeeed4ng-4He%itHted-by~4he 
€Hbyeet^e»-el^-%he-eeB%?fte'y!Rg-e#£^eeF-fi^e--a^^ — iHt^ei>ee%-aB€i-pefia3%4e6 

jHM»»ed-^F^~e^fttyaetey"by-Fe^ t h e di re e - 

%4eH-^-^e-eM^i>aet4ng-eifieef>--M>e*a3:ee--al%0vra^ ^asonable expenses of 

any administrative or judicial proceeding instituted or defended by the con- 
tractor, pursuant to the instructions or idth the approval of the Contracting 
Officer, for the benefit of the Government are allowable costs o Interest and 
penalties Incurred by the contractor also are allowable, either (i) if in- 
curred by following the instructions of the Contracting Officer, or (ii) in 
the absence of instructions from the Contracting Officer, if incurred without 

the fault or negligence of the contractor*/ 

C3) Any refund of taxes, interest, or penalties, and any payment to the 
contractor of interest thereon, attributable to taxes, interest, or penalties 
which were allowed as contract costs, shall be credited or paid to the Govern- 
ment in the manner directed by the Govemment« ^Ciy interest actually paid 
or credited to a contractor incident to a refund of tax, interest and penalty 
shall be paid or credited to the Government only to the extent that such interest 
accrued over the period during which thB contractor had been reimbtirsed by the 
Government for the taxes, interest, and penalties oj 

2 ' 
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21 June 1956 



UEUDRANIXJM FORs CHAIRMAN^ ASPR OOMITTEB 

SUBJECTTs Revision of Part 2^ Section (Case 53-»4A) 

lo This Memorandum, commenting upon proposed paragraph 15-204o2(y) 
concerning the reimbursement of taxes for certain cost contracts, is sub- 
mitted in compliance with the assignment by your Committee of 5 June 1956o 

2. This Ifemprandum represents the unanimous opinion of the Tax Sub- 
committee » 

3. It is recommended that the first sentence of subparagraph (1) include 
a reference to taxes of foreign governments, inasmuch as Part 2 of Section X7 
is sometimes incorporated into contracts requiring performance in foreign 
areas* Such contracts sometimes do not have special tax clauses or have un-* 
comprehensive oneso The first sentence of subparagraph (1) should read« 

^Taxes are charges levied by Federal, State, local, and foreign 

governments « ^ 

4<> The last two sentences of subparagraph (2) should be revised as 
followss 

"Reasonable expenses of any administrative or judicial proceed- 
ing instituted or defended by the contractor, pursuant to the 
instructions or with the approval of the Contracting Officer, 
for the benefit of the Government are allowable costs • Interest 
and penalties incurred by the contractor also are alloirable, 
either Ci) if incurred by following the instructions of the 
Contracting Officer, or (ii) In the absence of instructions from 
the Contracting Officer, if incurred without the fault or negli- 
gence of the contractor^" 



SUBJECTS Revision of Part 2^ Section X7 (Case 53-44) 



This language id 11 permit the reimbursement of costs of litigation and of in- 
terest and penalties in a number of situations where such costs are incurred for 
the baiefit of the Grovemment and without any fault of the contractor. As the 
paragraph now reads , there is serious doubt whether reimbursement would be allowed 
in a number of typical circumstances, including the following s (1) for interest 
and penalties incurred by a contractor for nonpayment of a tax where the Con- 
tracting Officer had not adopted a position, the nonpayment was reasonable, 
and the taxing authority made a typical belated assessment which included in- 
terest and penalties! (2) for costs incurred by a contractor In defending a 
suit for collection of tax brought by a taxing authority, in contrast with a 
suit for refunds (3) for costs incurred by a contractor in taking reasonable 
action pending receipt of instructions from the Contracting Officer* The sug- 
gested language will make the reimbursement of costs of litigation and of 
interest and penalties parallel, insofar as possible, to the treatment of 
these costs in the proposed tax clauses for fixed price contracts. 

5« It is recommended that the following sentence be added to subparagraph 



"Any interest actually paid or credited to a contractor incident 
to a refund of tax, interest and penalty shall be paid or 
credited to the Government only to the extert that such interest 
accrued over the period during which the contractor had been 
reimbursed by the Government for the taxes, interest, and 
penalties." 



The purpose of this provision is self-evident. However, it is a refinement that 
may be deemed onnecessary for cost contracts. 

6. ibr your convenience, there is attached hereto a copy of proposed para- 
graph 15**204.«2(y) as the Tax Subcommittee recommends that it be amended. 



(3)5 




VkBK Ho BERENS 
1st Lt., JAGC 

Acting Chairman, Tax Subcommittee 



Incl. - Draft of paragraph 
15-204.2(y) 
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21 Jua« 1956 



MBMORAHmm FOR THE CHAntMAM, ASFR COMOTIIE 

SubJ: Rttvlslon «f ASPR 12-202 to fionfora to Proposod ASPR IS -204. 2 (a) 
(OvcrtlM, Bxtra-Pay Shift* and Haiti-Shift Work) - C«so 53-44 

1. Piirauant to I tea 12 of ASPR Mliiiitea of S May 1956, the subject aaterUl 
has bvea edited aa act forth in TAB A. 

2. la ASPR 12-102<b) V the BdlteA Coaiolttea har deleted tha word "ganerally"^, 
tfaua requiriioig prior authorisat^idp for prealua work la ill poat-award iaataaeea 
so thi^t aubparagnqph <b) ia aov eoaaiateat with the concept adopted ia ASPR 

15 -204. 2 (a). 

3: Inasiiueh as the draft aubaittad to the Bditiag Cooaittee deaired the 
word ^tra" to be iBaerted"where'var laaguage ia iateaded to apply oaly to 
fira fixed-price coatracta/* the Bditiag Coaaittae has appropriately added 
fixed-price iaceative contracta ia (b)(ii); but did aot feel that it was the 
iateat of the aubject aatter to iaelude fixed-price coatracts with eacalatioa 
in <b)(ii), as well. " 



Lt. Col. Charles W. Vilkiasoa Joha Greea Joha H. Perry 

Anqr Heaber Chairaaa Air Force Hsaber 

Ravy Msaber 



iBcl. TAB A 



00C/J6:elc 
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ASPR Case 53-44 



12'102 Overtlne. B«tra-P«y Shtfti. nd Mnltl-Sfalft Work . («) Con- 
'^^J^' '^^'^^ perfomed, so f ar «« poMlbl«» vttl»mt tha us* of overtime, 
extra-pay shifts, or miltl-slitfts. Ov«rtta«, fxtra-pay ahtfts, and nalti- 
•hifts when required shall, to the extent powstbte, he llmlced to, and be 
the ntninum required for, the aeeoepltshMent of the speetfic vorfc. In 
the negotiation of contracts, the use of TivertiM, extra-pay shifts, and 
oMlti-shlfts is a factor to he considered hy the eontrvettvg officer along 
with other factors listed In ASPR 3-101. Prior to the aothorlzatlon of 
overtime, extra-pay shifts, and muitl -shifts, whether xn pre -award negoti> 
ation or specific post-award Instaueev, consideration snaxr he glyen to 
the prectlcability of using other sources for the furnishing of all or a 
portion of the supplies or services. 

(b) In the ease of firm iflxed-prlce contracts or fixed-price 
contrects with escalation, the responsibility for the use of overtime, extre- 
pey shifts, and multi-shifts shall rest with the contractor except to the 
extent specifically provided for In the eentraet. In the ease -of: 

U>__jeoat-Telmbttrsement -type eontraets; and 
(11) redetermlnable fixed-price eentreets and fixed-price 
Ineentlve-eeatraetrr^^teexteat required -by -tiie centraetlng officer; 

euthorleetion-frem tlie ISbveih^ the use of overtime, extra-pay shifts. 



b»-xfl>niljtorM,aad<ap-^ rontrf t . / Such irtliiii liiai liiii iJitll b« obtalMd prior 
to th« uM of ovortiM, oztra-pay shifts, and ail ti -shifts. Ths prwitm 
portion of ovortiflw, oactrs-pay shift » and multi-shift payMnts to indiraet 
labor aa«>lo7aas is allowablo without prior ^proval, if raasonabla and 
allocatad on a pro rata basis to coonsrcial as Mil as Govarnnsnt work. 
For furthar raquiroBaats , saa A8PR 15-204. 2 (n). Ndthipg haraia shall ba 
eonstruad to authoriza tha praaiua portion of ovartioa, axtra-pay shift 
and aulti-shift payMnts wharaj^ha contractor is alraady ebligatad undar 



tha contract to aaat tha ditliiod dalivary schadula without tha right to 
additional coopansation. 

(c) In tha absanca of avidanca to tha contrary, a Dapartaant 
in authorising ovartlM, axtra-pay shifts, or wlti-shifts sMy ganarally 
raly upon tha rapresantation of tha contractor that such authorization 
will not advarsaly affact tha parforaaaca of othar dafansa contracts. 
Howavar, whara two or aora Dapartnanti hava currant contracts at a siagla 
facility so schadulad that tha authorization of ovartiaia, axtra-pay shifts, 
or aulti-shif ts by ona Departaant ai^ advarsaly affact tha parferaaaea of 
a contract or contracts of aaothar Dapartaant, tha DapartMnt dasiriag to 
giva such authorization shall obtain tha prior assant of tha othar Oapartaaats 
concamad. Such assant ahall ba |ivan wharavar possible. In ai^ easa whara 
disagraaaant axists batwaan tha Dapartaants concamad, aithar Dapartaant aay 
refer the problea to the Assistant Secretary of Defense (Supply end Logistics) 
for decision. 
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2 May 1956 



MEMORANDUM FOR THE ASER COMMITTEE 

SUBJECT: Revision of ASPR 12-102 to Conform to Proposed ASHl 15-204#2(n) 
(Overtime, Extra-Pay Shift and Multi-Shift Vfork) 
Case 53-44 



As requested at the April 6 meeting (see Item 1, Jlinutes^ April 6 
Mtg), the Staff has examined ASPR 12-102 to determine whether any re- 
vision thereof is necessary to conform to the proposed cost principle 
relating to the above subject. 

It is concluded that a change should be made in ASPR 12-102 (a) to 
indicate that in cost-reimbursement type contracts j prior approval is 
required for allowability of costs incurred in the payment of premium 
wages for direct labor ^ while such approval is not required in the case 
of similar payments for indirect labor* 

It is proposed that ASPR 12-102 (a) be revised to read substantially 
as set forth in Tab A (in which deletions are interlined and additions 
are enclosed within brackets)* 

It is also recommended that the following editorial changes be made 
in ASPR 12-202 at the same time: 

a. Substitute the words "Department of Defense" for "each Depart- 
ment" in stating the policy. 

b* Insert the word "-reimb\xrsement" after ''cost'' wherever reference 
is made to "cost type contracts" or similar expressions* 

0* Insert the word "firm" in front of the words "fixed-price con- 
tracts" wherever language is intended to apply only to firm fixed-price 
contracts « 

d* Change initial capital letters of such words as "Contractor" 
and "Contracting Officers" to conform to cirrrent editing rules* 

e* Include a cross-reference to ASPR 15-204*2 (n)* 




W. K. Ghormley / 
Brigadier General^ U^ 
Chairman » ASPR Committee 



Attachment 



COMPOS IT3 DRAJT OP ASPR 12-102 
SHOUING RECOMi' ENDED CHA.NGES 



12-102 Overtime, Extra-Pay Shifts and Multi-Shift Vfork , It shall 
be the policy of eaek [^Vti^J Department /^ot Defense^ that contracts will 
be performed, so far as practicable , without the use of overtime, extra- pay 
shifts, or multi-shifts* Overtime, extra-pay shifts, and multi-shifts when 
required shall, to the extent practicable, be limited to and be the minimum 
required for, the accomplishment of the specific worko 

(a) In the negotiation of contracts, the use of overtime, extra-pay 
shifts, and multi-shifts is to be considered a factor by the C&H4^«LetsrBg 
0#^iee^ ^contracting officer^ along with other factors listed In ASPR 
3-101* Subsequent to the placing of a /^tirmJJ fixed-price contract, tho 
responsibility for the use of overtime, extra-pay shifts, and multi-shifts 
will generally rest with the 6eH*Pfte*eF ^contractor^# On cost ^^reim- 
bursements type contracts, and to the extent required by the GentFtietifHg 
6£#i<e@F ^contracting otttcevj on re determinable fixed price contracts, 
however, the authorisation from the Government for the use of overtime, 
extra-pay shifts, and multi-shifts must be obtained to sustain the charge 
of any premium /^dir^otj labor costs to the contract* Such authorisations 
shall generally be obtained prior to the use of overtime, extra-pay shifts, 
and multi-shifts* ^The premium portion of overtL.e, extra- pay shift, and 
multi-shift payments to Indirect labor employees is allowable without 
prior approval, if reasonable, and if allocated on a pro rata basis to 
commercial as well as Goverment work* Further requirements for allow- 
ability of such costs are set forth In ASPR 15-204#2(n)«J!'^ Prior to the 
authorization of overtime, extra-pay shifts, and multi-shifts, whether in 



TAB A 



pre-award negotiation or specific post-award instances consideration should 
be given to the practicability of using other sources for the furnishing of 
all or a portion of the supplies or services • 

(b) Where two or more Departments have current contracts at a single 
facility, so scheduled that the authorization of overtime, extra- pay shifts, 
or multi- shifts by one Department will adversely affect the performance of 
a contract or contracts of another Department, the Department concerned will 
wherever practicable agree in advance as to the authorization of such work* 
Ordinarily, in the absence of evidence to the contrary, a Department in 
authorizing overtime, extra-pay shifts, or multi-shifts may rely upon a 
representation of the G^jk^^Mii^v ^contractorj^ that such authorization 
will not adversely affect the performance of other defense contracts* In 
any case where disagreement exists between the Departments concerned, either 
Department may refer the problem to the Assistant Secretary of Defense 
(Supply and Logistics) for decision* 

(o) The policy stated above shall not be construed to limit the use 
of or payment for emergency overtime work as may be required* Nothing 
herein shall be construed to authorize payment for overtime, extra-pay 
shifts and multi-shifts where, under an existing contract, the eea«FM««ii 
/"oontractorj^ is already obligated without the right to additional com- 
pensation therefor to meet the desired delivery schedule, even though it 
is necessary for such a contractor to use overtime, extra-pay shifts or 
multi-shifts to meet such schedule* 
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26 April 1956 



MEMORANDUM TO CHAIRMAN, ASPR COMMITTEE 

Subj: ASPR Case 53-44 - Revision of Section XV Contract Cost 
Principles 

1. The editing and reproduction of Part 2, Section XV, have been conapleted 
and a copy of the edited Part is attached hereto. 

2. The edited part includes the Staff version of the previously reserved 
proposed ASPR 15-204. 2(d), as revised at the ASPR Committee meeting 
of Tuesday, April 24, 1956, by the insertion of the words "under any 
such plan" in the last sentence of this paragraph after the word "allowable." 
It is understood that this paragraph is subject to the statement to be in- 
cluded in the notes and filing instructions in accordance with the action 
taken by the Material Secretaries on Action Paper No. 15 (Summary of 
Meeting No. 25 - Department of Defense Material Secretaries Council, 
12 April 1956); and, also, that its inclusion in Part 2 is without prejudice 
to the respective Departmental positions with respect to the subject matter 
covered. 

3. The following minor editing refinements have been made in the attached 
draft: 

15-200 Fifth line, the insertion of a comma after "subcontractors," 

15-204. 2(k) — JFirst, second, and third lines of first sentence, commas 
replaced to clarify parenthetical aspect of the relative clause. 

15-204. 2(x) • — First line, insertion of quotation marks around the term 
"special tooling" for purposes of consistent treatment based 
on action with respect to proposed ASPR 15-204. 2(d) referred 
to above. 

— Last complete line, comma deleted. 

15-204. 3(b) — Fourth line, the insertion of a comma in the parenthetical 
sentence after the word "programs^" 

15-204. 3(k) — Third line, the word "or" corrected to "of." 

GEORGE W. MARKEY, JR. 

Navy Member 

Chairman 
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Part 2 - Supply, Service, and Research and Development 
Contracts, with Commercial Organizations 

* 

15-200 Scope of Part, This Part sets forth principles and standards 
for the determination and allowance of costs in connection with cost- 
reimbursement type contracts and cost- reimbursement type subcon- 
tracts thereunder for procurement of supplies, services, and research 
arid development work, with contractors or subcontractors, other than 
such contracts and subcontracts to which Parts 3, 4, or 7 apply, 

15-201 Basic Considerations. 

15-201. 1 Composition of Total Cost. The total cost of a cost- reimbursement 
type contract is (i) the allowable direct costs, plus (ii) the allocable portion 
of allowable indirect costs, less (iii) any applicable credits. 

15-20L 2 Factors Affecting Allowability of Costs. Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) 
application of generally accepted accounting principles and practices, (iii) 
significant deviations from the established practices of the contractor which 
substantially increase the contract costs, and (iv) any limitations set forth 
in this Part 2 or otherwise included in the contract as to types or amounts 
of cost items. 

15-201. 3 Credits , The applicable portion of income, rebates, allowances, 
and other credits received by or accruing to the contractor which is related 
to any allowed cost shall be credited to the Government either as a reduc- 
tion in contract cost or by a cash refund, as appropriate. 

15-202 Direct Costs. 

15-202. 1 General. Items of cost which are readily identifiable with (i) a 
contract, or (ii) other work of the contractor, should be charged directly 
to the contract or other work with which identified. This principle may 
be applied to items of cost, such as freight, travel, communications, and 
engineering services, as well as materials and productive labor, but when 
used must be applied consistently to all work of the contractor. When the 
accounting expense of direct costing of minor items would exceed the 



/ ■ . • ' 

resulting benefits, individual items, which otherwise would be treated as 
direct costs, may be treated as indirect costs. Each element of direct 
cost is subject to the limitations of this Part as to allowability. 

15-202, 2 Direct Material Costs> . Direct material costs include the cost of 
raw materials, purchased items, and items supplied from stock, which are 
directly incorporated into or attached to the end product or which are directly 
consumed or expended in the performance of a contract • 

15-202, 3 Direct Labor Costs , Direct labor costs include salaries and wages 
specifically identifiable with and properly chargeable directly to the per- 
formance Of a contract or other work of the contractor. Average rates may 
be used where the contractor demonstrates that the results are equitable. 
Direct labor costs may also include other associated costs, such as payroll 
taxes and workmen's compensation insurance, where it is the established 
practice of the contractor to treat these items as a part of direct labor costs. 

15-202. 4 Other Direct Costs. Other items of cost may, in particular cases^ 
be clmrged directly to the contract where the contractor demonstrates that 
they are specifically related to the performance ef the <:ontract. When, 
however, items ordinarily chargeable as indirect eoete are charged to a 
Government contract as direct costs, the cost of similar items applicable 
only to other work of the contractor must be eliminated from indirect costs 
allocated to the Government contract. 

15-203 Indirect Costs , 

15-203. 1 General, (a) Items of cost which are incurred for common or 
joint objectives, and which are not readily subject to treatment as direct 
costs in accordance with ASPR 15-202, should be accumulated for accounting 
purposes by logical cost groupings and charged by a process of allocation. 
Each element of indirect cost is subject to the limitations of this Part as 
to allowability. 

(b) The method of allocation of indirect costs must be based on the 
particular circumstances involved^ The objective should be the selection 
of a method which will distribute the indirect costs in an equitable manner. 
The method used in connection with Government contracts shall, in order 
to be acceptable, conform with generally accepted accounting practices, 
provide uniformity of treatment for like cost elements, be applied con- 
sistently, and produce equitable results. A previously accepbble method 
shall be subject to reconsideration when: 



2 



(i) any substantial difference occurs between the cost patterns 
of work under the contract and other work of the contractor; 
or 

(ii) any significant change occurs in the nature of the business, 
the extent of subcontracting, fixed asset improvement pro- 
grams, the inventories, the volume of sales, the volume of 
production, manufacturing processes, the contractor's 
products, or other relevant circumstances. 

Individual categories of indirect cost are discussed in ASPR 15-203. 2 through 
15-203.5. 

(c) The base period for allocation of indirect costs is the period during 
which such costs are incurred and accumulated for distribution to work 
performed in that period. The base period shall be representative of the 
period of contract performance and shall be sufficiently long to avoid in- 
equities in the allocation of costs, but in no event longer than the contractor's 
fiscal year. When the contract is performed over an extended period of 
time, as many such base periods will be used as will be required to represent 
the period of contract performance. 

15 "203. 2 Indirect Manufacturing and Production Costs . Indirect manu- 
facturing and production costs consist of items of cost which are attributable 
to the manufacturing and productive process as a whole. Allocation of in- 
direct manufacturing and production costs on a time basis, such as direct 
labor man-hours or machine -hours, is a method which generally produces 
accuracy and equity. Other acceptable methods of allocation, in appropriate 
circumstances, include direct labor dollars (exclusive of premiums for 
overtime, extra-pay shift, and multi-shift work) units processed, and prime 
costs of units processedo Departmentalization or the establishment of cost 
centers may be necessary in order to allocate the indirect costs equitably. 
Factors to be considered in determining the necessity for departmentalization 
or establishment of cost centers include variety of products, complexity of 
processes, and relative labor and facility requirements for the various 
products. 

15-203. 3 Indirect Engineering Costs . Indirect engineering costs include 
such items as costs of engineering supervision, engineering administra- 
tion, and engineering supplies. Direct engineering activities from which 
indirect engineering costs may arise may include product design, tool 
design, experimental development, manufacturing and production develop- 
ment, layout of production lines, determination of machine methods, and 
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related blueprinting and drafting. Indirect engineering costs shall be 
allocated to the benefited contract and other work of the contractor (see 
ASPR 15-204. 2(u)(4)) on the basis of direct engineering man-hours ex- 
pended, direct engineering labor dollars (exclusive of premiums for 
overtinie. extra-pay shift, and multi-shift work), or some other equitable 
basis. 

15-203,4 Selling and Distribution Costs, Selling and distribution costs 
arise through marketing the contractor's products and include the costs 
of sales promotion, advertising, distribution, and other related activities. 
Generally, such costs are not allowable as a charge to Government cost- 
reimbursement type contracts (but see ASPR 15-204. 2(b)). However, 
subject to the other provisions of this Part, costs in this category, in- 
cluding supervisory and clerical costs, which relate to technical, con- 
sulting, and other beneficial services, and which are for purposes such 
as application and adaptation of the contractor's products, rather than 
pure selling, are allowable if a reasonable benefit to Government con- 
tracts is demonstrated. Such costs shall be allocated to the contractor's 
commercial work and its individual Government contracts on an equitable 
basis. Because of the special problems that arise in this area, the con- 
tractor should identify in its records, by means of sub-accounts or 
otherwise, the items of selling and distribution cost considered properly 
allocable to Governnlent contracts. 

15-203. 5 General and Administrative Costs. General and administrative 
costs consist of items of cost attributable to the overall management, 
supervision, and conduct of the business. Such costs shall be allocated 
to all work of the contractor, using any recognized method of allocation 
if equitable results are thereby obtained. AUocation of general and 
administrative costs on a total cost incurred basis (exclusive of general 
and administrative costs) is a method which generally produces equitable 
results. Other methods acceptable where the circumstances are appro- 
priate include allocation on the basis of: 

(i) processing costs (direct labor, factory overhead, and other 
factory production costs exclusive of direct materials); 

(ii) factory input costs (processing costs plus direct material); 

(iii) cost of goods completed; 

(iv) cost of sales; and 

(v) sales (where no more satisfactory method is available). 
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15-204 Principles and Standards for Selected Itenns of Cost. , 

15-204. 1 General. Applications of the above basic cost principles and stand- 
ards to certain selected items of cost are set forth below. These applica- 
tions govern whether the particular item of cost is treated by the contractor 
as direct cost or as indirect cost. Failure to mention any particular item of 
cost does not imply that it is either allowable or unallowable. With respect 
to all items, whether or not specifically covered, determination of allow- 
aliilit/ shall be based on the principles and standards set forth in this Part 
and, where appropriate, the treatment of similar or related items. - 

15-204, 2 Costs Allowable in Whole or in Part . 

(a) Advertising Costs. Advertising costs include the costs of advertising 
media and corollary administrative costs. Advertising media include maga- 
zines, newspapers, radio and television programs, direct mail, trade papers, 
outdoor advertising, dealer cards and window displays, conventions, exhibits, 
free goods and samples, and sales literature. The following advertising 
costs are allowable: 

(i) advertising in trade and technical journals, provided such ad- 
vertising does not offer specific products or services for sale 
but is placed in journals which are valuable for the dissemina- 
tion of technical information within the contractor's industry; 
and 

(ii) help wanted advertising, as set forth in (s) below. 
All other advertising costs are unallowable, 

(b) Bidding Costs . Bidding costs are the costs of preparing bids or pro- 
posals on potential Government and non-Government contracts or projects, 
including the development of engineering and cost data necessary to support 
the contractor's bids or proposals. Bidding costs of the current accounting 
period of both successful and unsuccessful bids and proposals normally shall 
be treated as indirect costs and allocated currently to all business of the 
contractor, in which event no bidding costs of past accounting periods shall 
be allocable in the current period to the Government contract; however, the 
contractor's established practice may be to treat bidding costs by some 
other recognized method. Regardless of the method used, the results 
obtained may be accepted only if found to be reasonable and equitable. 

(c) Civil Defense Costs. Civil defense costs are those incurred in 
planning for, and the protection of life and property against, the possible 
effects of enemy attack. Reasonable costs of civil defense measures (in- 
cluding costs in excess of normal plant protection costs, first-aid training 
and supplies, fire fighting training and equipment, posting of additional 
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exit notices and directions, and other approved civil defense measures) 
undertaken on the contractor's premises pursuant to suggestions or re- 
quirements of civil defense authorities are allowable when allocated to 
all work of the contractor. Costs of capital assets acquired for civil 
defense purposes shall be depreciated in accordance with (e) below. 
Except as specifically provided for in the contract, contributions to local 
civil defense funds, or to projects not on the contractor's premises, are 
unallowable. 



(d) Compensation for Personal Services . Compensation is allow- 
able. The term '^compensation" includes all amounts paid or set aside, 
such as pension, retirement, and deferred compensation benefits, salaries, 
wages, royalties, license fees and bonuses. The total compensation of 
an individual may be questioned and the amount allowed may be limited; 
and in connection therewith, consideration will be given to the relation 
of the total compensation to the services rendered. Compensation to 
sole proprietors or partners, however, is allowable only to the extent 
specifically provided for in the contract. Any plan upon which deferred 
compensation benefits are based, other than pension plans (see (p) 
bel ow), shall meet the requirements of the applicable provisions of the 
Internal Revenue Code and the regulations of the Internal Revenue 
Service. 'Also, the amount allowable under any such plan for apportion- 
ment to contracts in any one year shall not exceed: 

(i) the amount contributed under the plan for that year; 
or 

(ii) 15% of the total compensation otherwise paid or 

accrued in that year to the individuals covered under 
the plan; 

whichever is the lower. 
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(e) Depreciation, 



(1) Depreciation is a charge to current operations which distributes 
the cost of a tangible capital asset, less estimated residual value, over the 
estimated useful life of the asset in a systematic and logical manner. It 
does not involve a process of valuation. Useful life has reference to the 
prospective period of economic usefulness in the particular contractor's 
operations as distinguished from physical life, 

(2) Depreciation on a contractor's plant, equipment, and other 
capital facilities is an allowable element of contract cost; provided that 
the amount thereof is computed: 

(i) upon the property cost basis used by the contractor for 

Federal income tax purposes (see Section 167 of the Internal 
Revenue Code of 1954; or 

(ii) in the case of nonprofit or tax-exempt organizations, upon 
a property cost basis which could have been used by the 
contractor for Federal income tax purposes had such 
organizations been subject to the payment of income tax; 
and in either case 

(iii) by the consistent application to the assets concerned of 

any generally accepted accounting method, including those 
recognized by Section 167 of the Internal Revenue Code of 
1954. 

Depreciatioii should usually by ail^ciated to the contract and other work 
as an indirect cost. The amount of depreciation allowed in any accounting 
period may, consistent with the basic objectives set forth in (1) above^ vary 
with volume of production or use of multi- shift operations. 

(3) Where a contractor has received a determination of "true 
depreciation" from an Emergency Facilities Depreciation Board relating 
to an emergency facility covered by a certificate of necessity, it may elect 
to use either normal or "true" depreciation. However, the method elected 
must be followed consistently throughout the life of the emergency facility. 
Where an election is made to use normal depreciation, the amount thereof 
shall be computed in accordance with (2) above. Where an election is made 
to use "true depreciation," the amount allowable as depreciation: 



(i) with respect to the emergency period (5 years), shall be 
computed in accordance with the determination of the 
Emergency Facilities Depreciation Board; and 



(ii) after the end of the emergency period, shall be computed by 
distributing the remaining undepreciated portion of the cost 
of the emergency facility over the balance of its useful life 
(but see (4) belov^^ provided the remaining undepreciated 
portion of such cost shall not include any amount of un- 
recovered "true depreciation, " 

(4) Depreciation on idle or excess facilities shall not be allowed, 
except on such facilities as are reasonably necessary for current and 
immediately prospective production. 

(5) Unless otherwise provided for in the contract, no use charge 
shall be allowed for assets still in use which have been fully depreciated on 
the contractor's books or acquired without cost. Use charges for assets 
not fully depreciated on the contractor's books are unallowable. 

(f) Employee Morale^ Health, and Welfare Costs and Credits . Reason- 
able costs of health and welfare activities, such as house publications, health 
or first-aid clinics, and employee counselling services, incurred, in accord- 
ance with the contractor's established practice or custom in the industry or 
area, for the improvement of working conditions, employer -employee rela- 
tions, employee morale, and employee performance, are allowable. Such 
costs shall be equitably allocated to all work of the contractor. Income 
generated from any of these activities shall be credited to the costs thereof 
unless such income has been irrevocably set over to employee welfare 
organizations. 

(g) Food Service Costs and Credits . Food services include operating 

or furnishing facilities for cafeterias, dining rooms, canteens, lunch wagons, 
vending machines, or similar types of services for the contractor's em- 
ployees at the contractor's facilities. Profits (except profits irrevocably 
set over to an employee welfare organization of the contractor in amounts 
reasonably useful for the benefit of the employees at the site or sites of 
contract performance) accruing to the contractor from the operation of 
these services, whether operated by the contractor or by a concessionaire, 
shall be treated as a credit, and allocated, to all activities served. Reason- 
able losses from operation of such services are allowable when it is the 
policy of the contractor to operate such services at a profit or at cost; 
provided, however, that such losses are allocated to all activities served. 
When it is the policy of the contractor to furnish such services at a loss, 
losses on such operation shall not be allowed as a cost unless specifically 
provided for in the contract. 

Fringe Benefits. Fringe benefits are allowances and services 
provided by the contractor to its employees as compensation in addition 
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to regular wages and salafies. Costs of fringe benefits, such as pay for 
vacations, holidays, sick leave, military leave, and employee insurance, 
are allowable to the extent required by law. employer-employee agreement, 
or an established policy of the contractor which constitutes, in effect, an 
implied agreement on the contractor's part (but see (d) above, and (i)(3)(v). 
(p) and (w) below). 

(i) Insurance and Indemnification . 

(1) Insurance includes (i) those types of insurance which the con- 
tractor is required to carry under the terms of the contract, or by specific 
instruction of an authorized representative of the Government, and (ii) any 
other insurance for which the contractor seeks reimbursement under the 
contract. Indemnification includes securing the contractor against liabilities 
to third persons not compensated by insurance or otherwise. 

(2) Costs of insurance required or approved, and maintained, pursu- 
ant to the contract, are allowable. 

(3) Costs of other insurance, not required to be submitted for 
approval but maintained by the contractor in connection with the performance 
of the contract, are allowable subject to the following limitations: 

(i) types and extent of coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circumstances; 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profit, interest. Federal 
income taxes, and any other items of cost unallowable 
under this Part; 

(iii) costs of insurance or any reserve covering the risk of 
loss of or damage to Government -owned property are un- 
allowable except to the extent that the Government shall 
have approved or required such insurance or reserve; 

(iv) costs of providing a reserve for a self-insurance pro- 
gram are unallowable unless the program has been 
approved by the Military Department concerned; and 

(v) costs of insurance on the lives of officers, partners, or 
proprietors, are unallowable except where such insurance 
IS part of an employee plan which is not unduly restricted. 
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(4) The Goverimient is obligated to indemnify the contractor only 
to the extent expressly provided for in the contract. Therefore, except as 
otherwise expressly provided for in the contract, actual losses not reim- 
bursed by insurance (through an approved self- insurance program or other- 
wise) are unallowable. 

(j) Labor Relations Costs , Costs incurred in maintaining satisfactory 
relations between the contractor and its employees, including costs of shop 
stewards, labor management committees, employee publications, and other 
related activities are allowable, 

(k) Maintenance and Repair Costs. 

(1) Costs, necessary for the upkeep of property (including Govern- 
ment property unless otherwise provided for), which neither add to the 
permanent value of the property nor appreciably prolong its intended life, 
but keep it in an efficient operating condition, are allowable (but see ASPR 
15-204. 3(e)). Expenditures for plant and equipment which, according to- 
generally accepted accounting principles, should be capitalized and subjected 
to depreciation are allowable only on a depreciation basis. 

(2) Costs of maintenance and repair, which are delayed from a 
period prior to the contract for some reason such as abnormal operating 
conditions or lack of funds and are performed during the contract period, 
are unallowable unless specifically provided for in the contract. Likewise, 
the estimated cost of maintenance and repair normally required but not 
accomplished during the period of the contract are unallowable unless 
specifically provided for in the contract. 

(1) Manufacturing and Production Engineering Costs . Costs of manu- 
facturing and production engineering, including engmeering activities in 
c onne c tion w ith : 

(i) current manufacturing processes such as motion and time 
study, methods analysis, job analysis, and tool design and 
improvement; and 

(ii) current production problems, such as materials analysis 
for production suitability and component design for purposes 
of simplifying production; 

are allowable. 
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(m) Material Costs, 



(1) Costs of direct and indirect material, and collateral items such 
as inbound transportation and intransit insurance, are allowable, subject, 
however, to (2) through (6) below. In computing costs of material, con- 
sideration will be given to reasonable overruns, spoilage, and defective work 
(for correction of defective work, see the provisions of the contract relating 
to inspection and to correction of defective work). 

(2) Costs of material shall be suitably adjusted for applicable 
portions of income and other credits, including available trade discounts, 
refunds, rebates, allowances, and cash discounts, and credits for scrap 

and salvage and material returned to vendors. Such income and other credits 
shall either be credited directly to cost of the material involved or be allocated 
(as credits) to indirect costs. However, where the contractor can demonstrate 
that failure to take cash discounts was due to circumstances beyond its con- 
trol, such lost discounts need not be so credited. 

(3) When material is purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof 
should be charged to that contract. 

(4) If material is issued from stock, any generally recognized 
method of pricing such material is acceptable if that method is consistently 
applied and the results obtained are equitable. 

(5) Reasonable charges or credits arising from a difference between 
periodic physical inventory quantities and related material control records 
shall be included in arriving at the cost of performance if such charges or 
credits (i) do not include "write-downs" or "write-ups" of value, and (ii) 
relate to the period of performance of the contract. 

(6) Costs of material or services sold or transferred between plants, 
divisions, or organizations, under common control, shall be allowable 

only to the extent of: 

{i) the cost to the transferor; or 

(ii) the prices of other suppliers for the same or substantially 
similar items; 

whichever is the lower, unless factors other than price warrant allowance on 
the basis of the cost to the transferor; provided that, in the case of any item 
regularly manufactured and sold by any such transferor through commercial 
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channels I a departure from this cost basis is permissible if the charge to 
the contract does not exceed: 

u-(i) the transferor's sales price to its most favored customer 
for the same item in like quantity; or 

(ii) the prices of other suppliers for the same or substantially 
similar items; 

whichever is the lower, unless factors other than price warrant allowance 
on the basis of the transferor's sales price to its most favored customer* 

(n) Overtime, Extras-Pay Shift, and Multi- Shift Premiums. The 
premium portion of overtime, extra-pay shift, and multi- shift payments 
to direct labor employees shall be separately identified* Costs of such 
premiums on direct labor are allowable only to the extent expressly pro- 
vided for in the contract or otherwise authorized by the Government and may 
be classified as either direct or indirect labor costs. When direct labor 
cost is the base for distribution of overhead, such premiums shall not be 
included in that base. When such premiums are charged as indirect costs, 
the amount allocated to Government contracts shall be equitable in relation 
to (i) the amount of such premium costs allocated to non- Government work 
being concurrently performed in the contractor's plant and (ii) the factors 
which necessitate the incurrence of the costs. The premium portion of 
overtime, extra-pay shift, and multi- shift payments to indirect labor 
employees is allowable without prior approval, if reasonable, and if allocated 
on a pro rata basis to commercial as well as Government work. 

(o) Patent Costs . Costs of preparing disclosures, reports, -and other 
documents required by the contract and of searching the art to the extent 
necessary to make such invention disclosures, are allowable. Upon the 
written authorization of the contracting officer, costs of preparing docu- 
ments, and any other patent costs, in connection with the filing of a patent 
application where title is conveyed to the Government, are allowable. (See 
also (u) and (v) below.) 

(p) Pension Plans . 

(1) A pension plan is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of 
definitely determinable benefits to its employees over a period of years, 
usually for life, after retirement. Such a plan may include disability, 
withdrawal, insurance, or survivorship benefits incidental and directly 
related to the pension benefits. Such benefits, generally, are measured by. 
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and based on, such factors as years of service and compensation received by 
the employees. The determination of the amount of pension benefits and 
the contributions to provide such benefits are not dependent upon profits. 
Benefits are not definitely determinable if funds arising from forfeitures 
on termination of services or other reason may be used to provide increased 
benefits for the remaining participants instead of being used to reduce the 
amount of contributions by the employer, A plan designed to provide bene- 
fits for employees or their beneficiaries to be paid upon retirement or over 
a period of years after retirement shall be considered a pension plan if, 
under the plan, either the benefits payable to the employee or the required 
contributions by the contractor can be determined actuarially. (Retirement 
plans which are based on profit-sharing shall not be considered to be pension 
plans within this paragraph (p).) 

(2) Consideration, and approval or disapproval, of all pension plans 
and the method of determination of the costs thereof shall be the responsi- 
bility of the Department to which audit cognizance is assigned and subsequent 
action taken by that Department will^ generally, be accepted by the other 
Departments. Such plans must meet the qualification requirements prescribed 
by Section 401 of the Internal Revenue Code of 1954 (P. L. 591, 83rd Cong., 

2d Sess. , 68A Stat. 134). Prior to approval of such plans by the cognizant 
Department, approval by Internal Revenue Service shall be obtained in the 
case of: 

(i) contractors who are subject to Federal income tax; and 

(ii) nonprofit or tax-exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not 
necessarily assure the allowance of the costs of such a plan by the Depart- 
ment concerned. In the case of all other plans, compliance with the qualifica- 
tion requirements of Section 401 of the Internal Revenue Code of 1964 shall be 
determined by the cognizant Department using, insofar as applicable, the 
regulations, criteria, and standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant Mili- 
tary Department, costs thereof are allowable subject to the following con- 
ditions: 

(i) the requirements of ASPR 15-201.2 shall be satisfied; 

(ii) such costs, including excess contributions (see Section 
404(a)(1)(D) of the Internal Revenue Code of 1954), shall 
not exceed — 
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(A) the amount claimed and deductible for Federal income 
tax purposes in the current taxable period; or 

(B) in the case of nonprofit or tax-exempt organizations^ 
the amount which could have been claimed and deducted 
for Federal income tax purposes in the current taxable 
period had such organizations been subject to the pay-> 
ment of income tax; 

(iii) in cases where the Internal Revenue Service withdraws 
approval of a plan, an appropriate adjustment of contract 
costs shall be made for contributions which previously have 
been allocated to and allowed as contract costs and which — 

(A) are disallowed for tax purposes; or 

(B) in the case of nonprofit or tax-exempt organizations^ 
could have been disallowed for tax purposes had such 
organizations been subject to the payment of income 
tax; and 

(iv) in determining the net pension plan costs allocable to mili- 
tary contracts, and in addition to making appropriate ad- 
justments for credits or gains arising out of normal 
employee turnover, consideration shall be given, in accord- 
ance with (A) or (B) below, to possible future abnormal 
termination credits or gains which may arise with respect 
to individuals for whom pension plan costs have been or 

are being incurred by the contractor but whose employment 
will terminate before they acquire a vested right to the 
benefits under such plans 

(A) when such abnormal termination credits or gains are 
foreseeable and can be currently evaluated with 
reasonable accuracy, an equitable adjustment of current 
costs to give effect to such anticipated future credits 
or gains shall be made, either by reducing the current 
costs otherwise allocable, or by obtaining realistic 
recognition in the actuary's calculation of current 
costs, so that the current costs do, in fact, reflect 
the reduction for the abnormal termination credits 
or gains which are anticipated; and such adjustment 
shall be reflected in the contract, in an amendment 
thereto, or in some other writing binding on the Govern- 
ment and the contractor; or 
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(B) when such abnormal termination credits or gains, 
whether or not foreseeable — 

(I) cannot be currently evaluated with reasonable 
accuracy; or 

(II) have not been the subject of adjustment under (A) 
above ; 

pension plan costs incurred under the contract shall be 
subject to retrospective accounting and any necessary 
adjustment for such subsequent termination credits or 
gains unless the Government and the contractor agree upon 
a method of determining such adjustment, or agree upon 
an equitable adjustment; any such agreement shall be 
reflected in the contract, in an amendment thereto, or 
in a separate agreement binding on the Government and 
the contractor. 

(4) The allowability of costs of lump sum purchases of annuities 
or of lump sum cash payments or periodic cash payments made to provide 
pension benefits for retiring or retired employees other than such costs 
incurred under approved pension plans shall be subject to consideration 
on an individual case basis. 

(q) Plant Protection Costs . Costs of items such as wages, uniforms 
and equipment of personnel engaged in plant protection; depreciation on 
plant protection capital assets; and necessary expenses to comply with 
military security requirements are allowable. 

(r) Professional Service Costs - Legal, Accounting, Engineering, and 
Other. 

(1) Costs of professional services rendered by the members of a 
particular profession who are not employees of the contractor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery of the costs from the 
Government (but see ASPR 16-204. 3(g)). 

(2) Factors to be considered in determining the allowability of 
costs in a particular case include: 

(i) the past pattern of such costs, particularly in the years 
prior to the award of Government contracts; 
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(ii) the impact of Government contracts on the contractor's 
business; 

(iii) the nature and scope of managerial services expected of 
the contractor's own organizations; and 

(iv) whether the proportion of Government work to the con- 
tractor's total business is such as to influence the con- 
tractor in favor of incurring the cost, particularly where 
the services rendered are not of a continuing nature and 
have little relationship to work under Government contracts. 

Retainer fees to be allowable must be reasonably supported by evidence of 
services rendered, 

(3) Costs of legal, accountings and consulting services, and related 
costs, incurred in connection with organization and reorganization, defense 
of anti-trust suits, and the prosecution of claims against the Government, 
are unallowable Costs of legal, accounting, and consulting services, and 
related costs, incurred in connection with patent Viiafrihge me nt litigation, 
are unallowable unless otherwise provided for in the contract. 

(s) Recruiting Costs , Costs of »*help wanted" advertising, operating 
costs of an employment office necessary to secure and maintain an adequate 
labor force, costs of operating an aptitude and educational testing program, 
travel co^ts of employees while engaged in recruiting personnel, and travel 
costs of applicants for interviews for prospective employment are allowable. 
Where the contractor uses employment agencies, costs not in excess of 
standard commercial rates for such services are also allowable. Costs of 
special benefits or emoluments offered to prospective employees beyond 
the standard practices in the industry are unallowable. 

(t) Rental Costs (Including Sale and Leaseback of Facilities) . 

(1) Rental costs of land, buildings, and equipment and other personal 
property are allowable if the rates are reasonable in light of such factors 

as the type, life expectancy, condition, and value of the facilities leased, 
options available, and other provisions of the rental agreement, 

(2) Charges in the nature of rent between plants, divisions, or 
organizations under common control are unallowable except to the extent 
such charges do not exceed the normal costs of ownership, such as deprecia- 
tion, taxes, insurance, and maintenance; provided that no part of such costs 
shall duplicate any other allowed costs. 
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(3) Unless otherwise specifically provided in the contract, rental 
costs specified in sale and leaseback agreements, incurred by contractors 
through selling plant facilities to investment organizations, such as insurance 
companies, or to private investors, and concurrently leasing back the same 
facilities, are allowable only to the extent that such rentals do not exceed 
normal costs, such as depreciation, taxes, insurance, and maintenance, 
borne by the lessor, which would have been incurred had the contractor 
retained legal title to the facilities. 

(u) Research and Development Costs/ 

(1) Research and development costs (sometimes referred to as 
general engineering costs) are divided into two major categories, for the 
purpose of contract costing: (i) general research, also referred to as 
basic research, fundamental research, pure research, and blue-sky re- 
search; and (ii) related research or development, also referred to as applied 
research, product research, and product line research. 

(2) General research is that type of research which is directed 
toward increase of knowledge in science. In such research, the primary 
aim of the investigator is a fuller knowledge or understanding of the subject 
under study, rather than a practical application thereof. Costs of independent 
general research (that which is not sponsored by a contract, grant, or other 
arrangement) are allowable to the extent specifically provided in the contract. 
The contractor shall disclose to the Government the purposes and results 

of such independent general research. 

(3) Related research is that type of research which is directed 
toward practical application of science. Development is the systematic 

use of scientific knowledge directed toward the production of useful materials, 
devices, methods, or processes, exclusive of design, manufacturing, and 
production engineering (see (1) above). Costs of a contractor's independent 
related research and development (that which is not sponsored by a contract, 
grant, or other arrangement) are allowable under any cost- reimbursement 
type production contract; provided the research and development are re- 
lated to the contract product line and the costs are allocated to all produc- 
tion work of the contractor on the contract product line; and provided further 
that the contractor discloses to the Government the purposes and results 
of the research and development. Such costs are unallowable under cost- 
reimbursement type research and development contracts. 

(4) Independent research and development projects shall absorb 
their appropriate share of the indirect costs of the department where the 
work is performed. 
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(5) Research and development costs (including amounts capitalized), 
regardless of their nature, which were incurred in accounting periods prior 
to the award of a particular contract, shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR 15-204. 3(j)). 

(v) Royalties and Other Costs for Use of Patents, Royalties on a patent 
or invention, or amortization of the cost of acquiring a patent or invention 
or rights thereto, necessary for the proper performance of the contract and 
applicable to contract products or processes, are allowable to the extent 
expressly set forth in the contract or otherwise authorized by the contracting 
officer; provided that where the Government has a license or the right to free 
use of the patent or invention such costs are unallowable; an d provided further 
that where the patent has been adjudicated to be invalid such costs incurred 
thereafter are unallowable. 

(w) Severance Pay, 

(1) Severance pay, also commonly referred to as dismissal wages, 
is a payment in addition to regular salaries and wages, by contractors to 
workers whose employment is being terminated. Costs of severance pay 
are allowable only to the extent that, in each case, it is required by (i) law, 
(ii) employer -employee agreement; (iii) established policy that constitutes, 
in effect, an implied agreement on the contractor's part, or (iv) circum- 
stances of the particular employment, 

(2) Costs of severance payments are divided into two categories 
as follows: 

(i) actual normal turnover severance payments shall be 
allocated to all work performed in the contractor's 
plant; or, where the contractor provides for accrual 
of pay for normal severances such method will be 
acceptable if the amount of the accrual is reasonable in 
light of payments actually made for normal severances 
over a representative past period, and if amounts accrued 
are allocated to all work performed in the contractor's 
plant; and 

(ii) abnormal or mass severance payments actually made upon 
cessation of work when there is no reasonable prospect 
of continuing employment on other work of the contractor 
shall be assigned to the entire period of the employment 
of the terminated employees and equitably allocated to 
all work performed in the contractor's plant during that 
period, A reservation in the final release may be made 
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when it is reasonable to assume that severance pay allocable 
to the contract will be made in the future. 

(x) Special Tooling Costs . The term '^special tooling*:^ means property of 
such specialized nature that its use, without substantial modification or altera- 
tion, is limited to the production of the particular supplies or the performance 
of the particular services for which acquired or furnished. It includes, but 
is not limited to, jigs, dies, fixtures, molds, patterns, special taps, special 
gauges, and special test equipment. Costs of special tooling acquired for 
performance of the contract, are allowable and shall be charged directly 
thereto. 

(y) Taxes . 

(1) Taxes are charges levied by Federal, State, or local governments. 
They do not include fines and penalties except as otherwise provided herein. 
In general* taxes (including State and local income taxes) which the contractor 
is required to pay and which are paid or accrued in accordance with generally 
accepted accounting principles are allowable, except for: 

(i) Federal income and excess profits taxes; , 

(ii) taxes in connection with financing, refinancing or refunding 
operations (see ASPR 15-204. 3(g)) ; 

(iii) taxes from which exemptions are available to the contractor 
directly or available to the contractor based on an exemption 
afforded the Government except when the contracting officer 
determines that the administrative burden incident to ob- 
taining the exemption outweighs the corresponding benefits 
accruing to the Government; and 

(iv) special assessments on land which represent capital im- 
provements. 

(2) Taxes otherwise allowable under (1) above, but which may be 
illegally or erroneously assessed, are allowable; provided that the con- 
tractor prior to payment of such taxes: 

(i) promptly requests instructions from the contracting officer 
concerning such taxes; and 

(ii) takes all action directed by the contracting officer, including 
cooperation with and for the benefit of the Government, to 
(A) determine the legality of such assessment or, (B) secure 
a refund of such taxes. 
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Reasonable costs of any such proceeding instituted by the contractor at the 
direction of the contracting officer are allowable • Interest and penalties 
incurred by a contractor ty reason of the nonpayment of any tax at the direc- 
tion of the tontracting officer are also allowable. 

(3) Any refund of taxes, interest, or penalties, and any payment 
to the contractor of interest thereon, attributable to taxes, interest, or 
penalties which were allowed as contract costs, shall be credited or paid 
to the Government in the manner directed by the Government, 

(z) Trade, Business, Technical, and Professional Activity Costs, 

(1) Memberships. Costs of membership in trade, business, technical 
and professional organizations are allowable, 

(2) Subscriptions. Costs of subscriptions to trade, business, pro- 
fessional, and technical periodicals are allowable. 

(3) Meetings and Conferences. Costs of meals, transportation, 
rental of facilities for meetings, and costs incidental thereto, when the 
primary purpose of the incurrence of such costs is the dissemination of 
technical information or the stimulation of production, are allowable. 

(aa) Training Costs . Reserved. 

(bb) Transportation Costs. Transportation costs include freight, express, 
cartage, and postage charges relating either to goods purchased, in process, 
or delivered. When such costs can readily be identified with the items in- 
volved, they may be direct costed as transportation costs or added to the 
cost of such items (see (m) above). Where identification with the materials 
received cannot readily be made, inbound transportation costs may be 
charged to the appropriate indirect cost accounts if the contractor follows 
a consistent equitable procedure in this respect. Outbound freight, if re- 
imbursable under the terms of the contract, should be treated as a direct 
cost. 

(cc) Travel Costs. 

(1) Travel costs include costs of transportation, lodging, subsistence, 
and incidental expenses, incurred by contractor personnel in a travel status 
while on official company business. 

(2) Travel costs incurred in the normal course of overall ad- 
ministration of the business and applicable to the entire business are 
allowable. Such costs shall be equitably allocated to all work of the 
contractor. 
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(3) Subsistence and lodging, including tips or similar incidental 
costs, are allowable either on an actual or per diem basis. The basis 
selected shall be consistently followed. 

(4) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the contracting 
officer. 

(dd) General. 

(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholders' meetings, proxy solicitations, preparation and publication 

of reports to shareholders, preparation and submission of required reports 
and forms to taxing and other regulatory bodies, and incidental costs of 
directors and committee meetings are allowable. Such costs shall be 
equitably allocated to all work of the contractor. 

(2) Certain costs discussed in ASPR 15-204. 3 are allowable if 
expressly provided for in the contract, or, in some cases, if approved 
in writing by the contracting officer. See for example: 

(i) ASPR 15-204. 3(f); 

(ii) ASPR 15-204. 3(j); and 

(iii) ASPR 15-204. 3(1). 

15-204. 3 Unallowable Costs . 

(a) Bad Debts. Bad debts, including losses (whether actual or esti- 
mated) arising from uncollectible customers' accounts and other claims, 
related collection costs, and related legal costs are unallowable. 

(b) Contingency Reserves. Contingency reserves, created and main- 
tained to provide for events the occurrence of which cannot be foretold 
with certainty as to time, intensity, or even with an assurance of their 
happening, are unallowable. (For self-insurance programs, see ASPR 
15-204. 2(i).) 

(c) Contributions and Donations. Contributions and donations are 
unallowable. 

(d) Entertainment Costs . Costs of amusement, diversion, social 
activities, and incidental costs relating thereto, such as meals, lodging, 
rentals, transportation, and gratuities, are unallowable (but see ASPR 
15-204. 2(f), (h), and (z)). 
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(e) Excess Facility Costs, Costs of maintaining, repairing, and housing 
idle and excess contractor-owned facilities, except those reasonably neces- 
sary for current and immediately prospective production purposes, are 
unallowable. The costs of excess plant capacity reserved for defense mobili- 
zation production shall be the subject of a separate contract* 

(f) Fines and Penalties a Costs resulting from violations of, or failure 
of the contractor to comply with, Federal, State, and local laws and regu- 
lations are unallowable except when incurred as a result of compliance 
with specific provisions of the contract, or instructions in writing from the 
contracting officer. 

(g) Interest and Other Financial Costs, Interest (however represented), 
bond discounts, costs of financing and refinancing operations, legal and 
professional fees paid in connection with the preparation of the prospectus, 
costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing au- 
thorities under the conditions set forth in ASPR 15-204. 2(y) (but see ASPR 
15-204. 2(dd)(l)). 

(h) Losses on Other Contracts. An excess of costs over income under 
any other contract (including the contractor's contributed portion under 
cost- sharing contracts), whether such other contract is of a supply, research 
and development, or other nature, is unallowable as a cost of performance 

of the Government contract. 

(i) Organization Costs. Expenditures, such as incorporation fees, 
attorney^ fees, accountants fees, brokers fees, fees to promotors and 
organizers, in connection with (i) organization or reorganization of a business, 
or (li) raising capital, are unallowable (see (g) above). 

(j) Precontract Costs . Precontract costs are those which are incurred 
prior to the effective date of the contract and which would have been allowable 
thereunder if incurred after such date. Such costs are unallowable unless 
specifically set forth and identified in the contract. 

(k) Profits and Losses on Dispostion of Plant, Equipment^ or Other 
Capital Assets . Profits or losses of any nature arising from the sale or 
exchange of plant, equipment, or other capital assets, including sale or 
exchange of either short or long term investments, shall be excluded in 
computing contract costs (but see ASPR 15-204, 2(e)(2) as to basis for de- 
preciation). 

(1) Reconversion Costs . Reconversion costs are those incurred in the 
restoration or rehabilitation of the contractor's facilities to approximately 



22 



the same physical arrangement and condition existing immediately prior 
to commencement of the military contract work and include the cost of 
removal of Government property. Reconversion costs are unallowable 
except that the cost of removing Government property and the restoration 
or rehabilitation costs caused by such removal are allowable if specifically 
provided for in the contract. 

(m) General, 

(1) In addition, certain costs discussed in ASPR 15-204,2 are stated 
to be unallowable. See for example: 

(i) Advertising Costs, ASPR 15-204. 2(a), last sentence; 

(ii) Depreciation, ASPR 15-204. 2(e)(4), and (5), last sentence; 

(iii) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR 15-204. 2(r){3), first sentence; 

(iv) Recruiting Costs, ASPR 15-204. 2(s), last sentence; 

(v) Royalties and Other Costs for Use of Patents, ASPR 15- 
204. 2(v), both provisos; and 

(vi) Taxes, ASPR 15-204. 2(y)(l)(i) through (iv). 

(2) Certain other costs discussed in ASPR 15-204, 2 are unallowable 
unless expressly provided for in the contract, or, in some cases, if au- 
thorized or approved by the Government. See for example: 

(i) Civil Defense Costs, ASPR 15-204. 2(c), last sentence; 

(ii) Compensation for Personal Services, ASPR 15-204. 2(d) (5); 

(iii) Depreciation, ASPR 15-204. 2(e)(5), first sentence; 

(iv) Food Service Costs and Credits, ASPR 15-204. 2(g)^ last sentence 

(v) Insurance and Indemnification, ASPR 15-204. 2(i)(3)(iii) and 
(iv), and (4); 

(vi) Maintenance and Repair Costs, ASPR 15-204. 2(k)(2) ; 

(vii) Overtime, Extra-Pay Shift, and Multi-Shift Premiums, 
ASPR 15-204. 2(n), second sentence; 
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(viii) Patent Costs, ASPR 15-204, 2j[o), second sentence; 

(ix) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR 15-204. 2(r)(3), last sentence; 

(x) Rental Costs (Including Sale and Leaseback of Facilities), 
ASPR 15-204, 2(t)(3); 

(xi) Royalties and Other Costs for Use of Patents, ASPR 15- 
204, 2(v); 

(xii) Taxes, ASPR 15-204. 2(y)(2); and 
(xiii) Travel Costs, ASPR 15-204. 2{cc)(4), 
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OGC/GWM:lwt 
April 9, 1956 

MEMORANDUM FOR THE ASPR COMMITTEE 

Subj: ASPR Case 53-44 - Revision of Section XV Contract Cost 
Principles 

1. Pursuant to the request of the ASPR Committee at the special 
meeting held on 6 April 1956. in connection with its consideration of 
the draft of Part 2. Section XV. dated 29 March 1956, the under- 
signed Special Editing Subcommittee has completed the editing of 
the material submitted. The attached TABS A, B. C, and D set 
?ar? 2*'°T.°"l! this nr^terial as edited for retention in 
fnZl . attached TAB H sets forth a proposed new Part 7 setting 
forth interxnri instructions for use in connection with facilities con- 
tracts and^clauses in other type cost-reimbursement type contracts 
providing for the acquisition of industrial facilities. 

2. In addition, this Subcommittee recommends that existing Parts 
J'^.t ^ in the manner respectively set forth in the 

attached TABS E F. and G. the proposed action'in regard to these 
Parts .o be effective simultaneously with the issuance of proposed 
^ar, ^. Similar action is recommended in TAB I with respect to 
existing Part 3. 



?f ifl"'" T .V^!?'^'''' '^'^^''^^ ^RKEY. JR. WILLIAMMUNVES 

Armv ; ^""^ """"^ Air Force Member 

Army Member Chairman 




OGC/GWM:lwt 
April 9. 1956 

TAB A 



Proposed Revision of Title of ASPR Section XV, Part 2 
and ASPR 15-200 - Scope of Part 

(For substitution on first page of draft of 29 March 1956) 

Part 2-Supply, Service, and Research and Development 
Contracts, with /Commerciaj/ Organizations 
H«^«g ^5eini«e4?«iat -Type- A<j<>ot»ting -Syate 

15;2O0 Scope of Part. This Part sets forth principles and standards 
for the determination and allowance of costs in connection with cost- 
reimbursement type contracts and cost-reimbursement type subcontracts 
thereunder for procurement of supplies, services, and research and 
development work, with contractors or subcontractors other than 
such contracts and subcontracts to which Parts. 3., 4, or 7 apply./ 
-ha viog. ■e««»H*e»«a4-*yp«-a eeeanting- 8 
dee 9 -w»4r appty 4e -<KM»tra«*9 -f<M>fa«iitie a r 
9errk^*«4afced-4o-eon«*tw>ti«t*.--tt-ebls<>-doe9-^ 

©F -9«mn«e- eanta«<stsr. wj«eh-^K>vi^«-fo*- -the -£«.**»9hk»g- -erf -i«.^-s-t» ierl-fe«i4Hie 9 r 
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April 9, 1956 • 



TAB B 



Proposed Revision of ASPR 15-204. 2(f) - Depreciation 
(For substitution on page 7 of draft of 29 March 1956) 

15-204. 2(f) Depreciation. 

* * * 

(2) Depreciation on a contractor's plant, equipment, and 
other capital facilities is an allowable element of contract cost; pro- 
vided, that the amount thereof /_is computed/ : 

(i) is-eam-pttted-upon the /"property? cost basis used by the 
contractor for Federal income tax purposes (se^ Section 
167 of the Internal Revenue Code of 1954); and-/ or7 

Hii) in the case of nonprofit or tax-exempt organizations, 
upon a property cost basis which could have been used 
by the contractor for Federal income tax purposes 
had such organizations been subject to the payment of 
income tax; and in either case/ 

-{•ii>./(iii)/ ie-ee!»pttted by the consistent application to the 
assets concerned of any generally accepted accounting 
method, including those recognized by Section 167 of 
the Internal Revenue Code of 1954 /. 





with thtf^ir Force. 



f{Z) The two concluding sentences of the above subparagraph 2 should 
be added without change immediately following the proviso con- 
tained in the last brackets. 
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OGC/GWM:lwt 
April 9, 1956 

TAB C 



Proposed Revision of ASPR 15-204. 2(j) - Insurance and Indemnification 
(F or substitution on page 9 of draft of 29 March 1956) 

15-204. 2(j) Insurance and Indemnification . 

(1) Insurance includes (i) those types of insurance which the con- 
tractor is required to carry under the terms of the contract, or by specific 
instruction of an authorized representative of the Government, and (ii) 
any other insurance for which the contractor seeks reimbursement under 
the contract. Indemnification includes _/ securing the contractor againstT 
liabilities to third persons not compensated by insurance or otherwise." 
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OGC/GWM:lwt 
April 9, 1956 

TAB D 



Proposed Revision of ASPR 15-204. 2(n) - Material Costs 
(Foi substitution on pages 11 and 12 of draft of 29 March 1956) 



15 -204. 2(n) Material Costs. 

(i) Costs of direct and indirect material, and collateral items 
such as inbound transportation and intransit insurance, are allowable, 
subject, however; to (2} through (6) below, in computing costs of material, 
consMeration will be given to reasonable overruns, spoilage, and defective 
work / (for correction of defective work, see the provisions of the contract 
relatirg tc inspection and to correction of defective work)/ . 



* * * 

(6) Costs of material or services sold or transferred between 
plants, divisicnsp or organizations, under common control, shall be 
allowable only to the extent of the cost to the transferor, or the prices 
of other suppliers for the same or substantially similar items, whichever 
is lower J^^ unless factors other than price warrant allowance on the basis 
of the cost to the transferor^/; provided that, in the case of any item 
regularly manufactured and sold by any such transferor through com- 
mercial channels, a departure from this cost basis is permissible if the 
charge to the contract does not exceed e-itfee* (i) the transferor's sales 
price to its most favored customer for the same item in like quantity, 
or (ii} the prices of other suppliers for the same or substantially similar 
items /^, whichever is the lower, unless factors other than price warrant 
ailowance_on the basis of the transferor's sales price to its most favored 
customer/ . 
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OGC/GWM:lwt 
April 9, 1956 

TAB E 



Proposed Revision of Existing ASPR Section XV Part 4- 

Construction Contracts 



Part 4 - Construction Contracts 

9^ 4e 4e « 

15-403 Examples of Jtems of Allowable Costs , . • . 

_ (q) Pension -a^d-^eti-ap^Tflpnt* plans in accordance with th£ in*e*-pr^afrion- 
/^principles and standard^/ set forth in pa-r.agrxbpb-l5.-6^W ASPR 15-204. 2(q)7 
and group health, accident and life insurance plans (but see paragraph 
15-404(b), (d), and (m)). 
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OGC/GWM:lwt 
April 9, 1956 



TAB F 



Proposed Revision of Existing ASPR Section XV, Part 5 - 
Subjects Affecting Cost Which May Require Special Consideration 

Part 5 - Subjects Affecting Cost Which May Require Special Consideration 

IS^jEQO Scope of Part > This pay fr/Par^ enumerates certain subjects 
af/f.ctrL:}g cost which nnay require special consideration in connection with 
the negotiation or performance of cost-reimbursement type contracts 
cin:l which are not specifically covered in Pe*Ht-ir Part 3^ or Part 4 
of this section. 

^-^^0^ Gonsideration Required. It is important that Contracting Officers 
and their negotiators consider the subjects enumerated in paragraph 
15-502, and any other subjects not precluded by the provisions of JRar^t- 
Zr Part 3 ^-or Part 4 of this section {whichever part is applicable), for 
thr. purpose of (i) determining which subjects if any should be expressly 
provided for in a particular cost-reimbursement type contract, and (ii) 
incorporating appropriate clauses in the contract. Action taken with 
respect to any such subjects shall be reflected either in the contract 
or in the record of contract negotiations. 
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April 9, 1956 



TAB G 

Proposed Revision of Existing ASPR Section XV. Part 6 - Cost Inter 



pretations 



Part 6 - Cost Interpretations 

Delete balance of this Part and substitute therefor 
the word "RESERVED". 



No^. Wita respect to existing ASPR 15-601. 2 the subject of pension 
plans IS now covered in proposed ASPR 15-204. 2(q) (paces 12 
to 15 of draft of 29 March 1956). iH/ vp g s 

In accordance with decision of the Procurement Secretaries 
the subject of profit sharing is to be retained on the basis 
now appearing in existing ASPR 15-601. 2(f). Presumably 
this subject will be covered under proposed ASPR 15-204. 2(d) 
- Compensation for Personal Services which has been reserved 
in the draft of 29 March 1956. 

With respect to existing ASPR 15-602 - Depreciation, this 
subject IS now covered in proposed ASPR 15-204. 2(f) in the 
draft of 29 March 1956. Existing ASPR 15-602 contains cross 
references only to existing ASPR 15-204 (d). 15-205(b) and 
15-205(o), 
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April 9, 1956 

TAB H 

Proposed New ASPR Section XV, Part 7 - Facilities Contracts 

Part 7 - FaciUties Contracts 

152700_ Scope of Part. This Part sets forth principles and standards 
for the determination and allowance of costs in connection with cost- 
reimbursement type contracts and cost-reimbursement type subcontracts 
thereunder for the acquisition of industrial facilities to which the Govern- 
ment takes title under the contract. This Part also applies to clauses 
in any other cost-reimbursement type contracts or cost-reimbursement 
type subcontracts thereunder, which clauses provide for the acquisition 
of industrial facilities to which the Government takes title. 

152l01_ Applicability. Pending publication of the principles and standards 
to be incorporated in this Part, Parts 2, 3,:Or 4 shall be used to the extent 
appropriate in accordance with Departmental procedures. 
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April 9, 1956 



TAB I 



Proposed Revision of Existing ASPR Section XV, 

Part 3 - Research Contract s with Nonprofit Institutions 



Part 3 - Research Contracts with Nonprofit Institutions 
***** 

15-304 Examples of Items of Allowable Costs, . . . 

_ (g) Pension aHd-M-few^^weftfe plans in accordance with the ^^te-x^pretatidRS 
/principles and standards/ set forth in pa-i^g»phl5-601. /^ASPR 15-204. 2(<i)7 
and group health, accident and life insurance plans (but see paragraDh 
15.305(k)). ^ ^ y 
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TABLE OF TITLES AND PARAGRAPH NUMBERS OF PRINCIPLES AND 
STANDARDS FOR SELECTED ITEMS OF COST (ASPR 15-204.2 and 15-204.3) 



15-204. 2 Costs Allowable in Whole or in Part, 

(a) Advertising Costs. /Ii5-204,l7 

(b) Bidding Costs . /T5.204.37 

(c) Civil Defense Costs . /T5-204.57 

(d) Compensation for Personal Services. 7^15-204. 6/ 

(e) Contributions and Donations , 7^15-204.8^/ 

(f) Depreciation. /T5- 204.27 

(g) Employee Morale, Health, and Welfare Costs and Credits. 
A5-204.10/ 

(h) Food Service Costs and Credits . /T5-204.47 

(i) Fringe Benefits. /T5-204.147 

(j) Insurance and Indemnification. / 15'-^204. 15/ 

(k) Labor Relations Costs. /T5-204.177 

(1) Maintenance and Repair Costs. A15-204.12/ 

(m) Manufacturing and Production Engineering Costs. /JL5-204. 20^/ 
(n) Material Costs . /T5-204. 2JL7 

(o) Overtime, Extra-Pay Shift, and Multi-Shift Premiums. 
/15-204.24/ . 

(p) Patent Costs . /T5-204. 25/ 

(q) Pension Plans . /15-204. 26^/ 

(r) Plant Protection Costs . /r5-204. 2j7 



TAB A 



(s) Professional Service Costs - Legal, Accounting, Engineering 
and Other, /^15.204. 29/ 

(t) Recruiting Costs , /IS -204, 327 

(u) Rental Costs (Including Sale and Leaseback of Facilities ), 
15-204. 33^/ 

(v) Research and Development Costs^ /T5-204, 347 

(w) Royalties and Other Costs for Use of Patents, /^15-204. 35/^ 

fx)- - Se-wic^ and -In6-taMa;tiQ» <}o9t8^ /Ts- 204. 367 (deleted) 

(x) Severance Pay . /l5-204. 37/ 

(y) Special Tooling Costs , /T5-204, 38/ 

(z) Taxes. /I5-204, 39/" 

(aa) Trade, Business, Technical, and Professional Activity Costs . 
/15.204.40/ 

(bb) Training Costs, /l5-204.4l7 

(cc) Transportation Costs, 7^15-204.427 

(dd) Travel Costs , /l5-204,43/" 

(ee) General, /T5-204.237 

15-204. 3 Unallowable Costs, 

(a) Bad Debts, jls -204.2/ 

(b) Contingency Reserves. _/ 15-204. 7/ ,v 

(c) Entertainment Costs . 7^15-204. 11/ 

(d) Excess Facility Costs, /T5-204. 12/ 
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MEMORANDUM FOR THE ASPR COMMITTEE 

Subj: ASPR Case 53-44, Revision of Section XV, Contract Cost Principles 

1. The joint report of the Editing Subcommittee and the Section XV Sub- 
committee, dated March 9, 1956, dealt with the three matters submitted 
by the Editing Subcommittee (report dated February 27, 1956), for resolu- 
tion prior to completing the edited draft of Part 2, Section XV, and also 
submitted a proposed edited draft of the entire Part, prepared by the Editing 
Subcommittee. Except for the above three matters relating to Material and 
Supply Costs, Research and Developmeiit Costs, and Pension Plans, the 
Section XV Subcommittee had not participated in the edited draft. The 
ASPR Committee requested consideration of this edited draft (TAB B attached 
to the joint report of March 9, 1956), jointly, by the Editing and Section XV 
Subcommittees prior to further consideration by the ASPR Committee. 
Commencing March 16, 1956, the joint subcommittees met almost daily 
through March 28, 1956, preparing the attached draft of Part 2, Section 

XV, dated March 29, 1956. 

2. The Section XV Subcommittee had fully recognized that its final draft 
as ,coiLs.idered by the ASPR Committee (Minutes of November 22, 1955, 
Item 3) was in need of, and strongly recommended that it receive, sub- 
stantial editing. After certain revisions by the ASPR Committee, that 
draft was submitted to the Editing Subcommittee for editing (Minutes of 
December 13, 1955, Item 4). In the course of consideration by the joint 
subcommittees of the draft of the Editing Subcommittee, it became apparent, 
with respect to various matters, that words originally included by the Sec- 
tion XV Subcommittee in its draft to express a particular principle or limi- 
tation or convey some other idea did not have the same meaning to account- 
ing, procurement, and legal personnel. In other instances, it appeared that . 
matters substantially agreed to in principle during the earlier deliberations 
of the Section XV Committee had either not been covered at all or were 
incompletely covered in the Section XV Subcommittee's draft. 

3. In view of the above circumstances, whpn there was general agreement 
within the Section XV Subcommittee that a particular matter required dis- 
cussion, the Chairman of the Editing Subcommittee, in presiding over the 
joint subcommittee sessions, permitted such discussion. In no case, was 



such discussion permitted on the basis of a unilateral request by any naember 
withbut ccJnturrence : of the Section XV Subconnmittee* The Air Force and 
Army members of the Editing Subcommittee have questioned the authority ^ 
of the joint subcomnaittees to undertake certain of these discussions and will 
file a separate report in regard thereto. 

4. Except as indicated below and in the joint report of March 9, 1956, the 
attached draft of Part 2, Section XV, has the unanimous concurrence of all 
members of the Section XV Subcommittee from the standpoint of substance, 
and of the joint Editing and Section XV Subcommittees from the standpoint 
of editing. Owing to certain unavoidable circumstances, all members of the 
Section XV Subcommittee were unable to be present at the final joint session 

on March 28, 1956, and it has not been possible to clear the entire attacheddraft 
of Part 2 with each of them within the time required for submission .to the 
AS PR Committee. 

5. It is desired that the attention of the ASPR Committee be invited to the 
following specific matters. Unless otherwise indicated, reference to ASPR 
paragraphs and related page numbers are to such paragraphs and pages in 
the attached draft of Part 2, Section XV, dated March 29, 1956. 

A. Joint Report of March 9, 1956. 

1. Material and Supply Costs. In the first two quoted excerpts under 

2. A., of the joint report of March 9, 1956, on page 1, change '*trans- 
feror" to ''transferee." The title of the paragraph in which this 
problem appears has been changed to Material Costs (see ASPR 15- 
204.2(n)(6), at bottom of page 11). 

II, Research and Development Costs , Joint Recommendation I under 
paragraph 2oB. of the joint report of March 9, 1956 suggests that 
further study be given to use of the term ''product line** (see ASPR 
15-204.2(v)(3), on page 18). 

III. Pension Plans/ The issues within the Editing Committee with 
respect to this matter have been resolved, as discussed in paragraph. 
2.C. of the joint report of March 9, 1956. (See ASPR 15-204.2(q), 
pages 12-15 of attached draft which contains some additional minor 
editing refinements.) 

Attention is also invited to the first paragraph on page 4 of the 
joint report of March 9, 1956 and the question is posed whether 
official acknowledgment should be made of the assistance furnished 
by the Internal Revenue Service. 
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B. Research and Development Costs - ASPR 15"204.2(v), page 18. 

In the proposed ASPR 15-204. 2(v), Research and Development Costs, 
the fourth and fifth sentences of subparagraph (2) (from * 'Generally, 
the contractor . . through the end of the subparagraph ) appear to 
set forth instructions to the contracting officer rather than cost principles. 
It is recommended that the fourth sentence be revised to read: 

*'The contractor shall disclose to the Government the purposes 
and results of any independent general research the costs of 
which are reimbursed in whole or in part by the Government/' 

Alternatively, it is suggested that the fourth sentence be deleted from 
Part 2 of Section XV and inserted elsewhere in ASPR as an instruction 
to the contracting officer. In any event, it is recommended that the fifth 
sentence, enumerating factors to be considered in providing for costs 
of independent general research, be deleted from Part 2 of Section XV 
and inserted elsewhere in ASPR, possibly either in Section III or in 
Part 1 of Section XV, Se^, also, C.V. below. 

C. Certain Differences Between Draft for Editing and Attached Part 2 . 

I. Scope of Part (ASPR 15-200) . The attached draft provides that 
the same treatment be given to clauses in supply or service con- 
tracts providing for the furnishing of industrial facilities and to 
facilities contracts, i.e., both are excluded from the coverage of 
Part 2. The draft for editing did not cover such facilities clauses. 
Filing instructions, however, should contain a notation that Part 2 
may be used ''to the extent appropriate'* for these purposes pending 
publication of a separate Part covering facilities. 

II. Base Period (ASPR 15-203J(c)). The draft for editing (ASPR 
15-203.5) did not contain the first sentence which has been proposed 
as a definition, or the third sentence. 

III. Depreciation (ASPR 15-204. 2(f)(2)) . The draft for editing fASPR 
,15-204. 9(b) ) includes the principles recognized under Section 

167 of the Internal Revenue Code among any"generally accepted 
accounting principled which may be used in the computation of 
depreciation. The attached draft requires the contractor to follow 
the same cost basis in regard to depreciation for contract costing 
as it followed for Federal income tax purposes. 

IV. Rental Costs (Including Sale and Leaseback of Facilities) , 
(ASPR 15-204. 2(u)). Subparagraph (2) relating to charges in the 
nature of rent between organizations under common control was not 
included in the draft for editing although an ansfllolous principle had 
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(e) Fines and Penalties , 7^15-204. 13/ 

(f) Interest and Other Financial Costs > /T5-204,l67 

(g) Losses on Other Contracts, 15-204. 187 

(h) Organization Costs. /T5-204. 227 

(i) Precontract Costs. /Ts - 204. 287 

(j) Profits and Losses on Disposition of Plant, Equipment^ or 
Other Capital Assets. 7^15-204. 30/ 

(k) Reconversion Costs, /15-204. 3l7 
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been covered with respect to outright transfers of material and services 
(ASPR 16-204. 2(n)(6)). 



V. Research and Development Costs (ASPR 15-204.2(vH3) )> Unlike 
the question of disclosure of independent general research, the ques- 
tion of disclosure of independent related research was not covered 

at all in the draft for editing. In keeping with the recommendation as 
to disclosure of independent general research (see B. above), subpara- 
graph (3) dealing with related research has been modified by the follow- 
ing addition in the third sentence: 

"and provided further that the contractor discloses to 
the Government the purposes and results of the research 
and development, " 

VI. Training Costs (ASPR 15-204. 2(bb) ). The attached draft provides 
that where training is conducted "by" an educational institution, the 
cost of "part-time" training which is of the "on-the-job type" is allow- 
able without a specific contract provision. Discussions by the joint 
subcommittees, however, indicate that further clarification may be 
needed in regard to the meaning of "on-the-job type" training. 

In regard to the costs of training "in" educational institutions, 
the proposed draft would make them unallowable "except to the 
extent specifically provided for in the contract in accordance with 
Departmental instructions." The words "in accordance with De- 
partmental instructions" were included by the joint subcommittees 
in recognition of the fact that an area of increasing industry interest 
is involved and that it would be unwise not to develop a basis for 
consistent treatment. The added words appeared to afford the best 
means of achieving reasonable consistency within the limited time 
available for discussion of this item. The problem may well require 
additional study. 

VII. General and Administrative Costs (ASPR 15-203.5, page 4 ). 
Under enumeration '^i^" of factor sf to be considered in determining 
whether the method used for the allocation of general and administra- 
tive expenses provides for an equitable result, the proposed draft 
includes, "the results obtainable by using the input cost method" 

and also sets forth a definition of said method. This paragraph was 
otherwise subjected to substantial redrafting in view of the consensus 
of opinion within the Section XV Subcommittee that clarification was 
necessary. 
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VIIL Precontract Costs (ASPR 15^^^^3(i), page 24) , The parentheti- 
cal reference to ASPR 15-lxx was included by way of connpromise of an 
issue within the Editing Subcommittee and, accordingly, this para- 
graph was not discussed in the sessions of the joint subcommittees. 
If Part 2 is approved with this reference included, the full reference 
to the appropriate paragraph in Part 1 should be inserted before Part 
2 is released for printing. 

D. Matters Not Necessarily Requiring Final Action by the ASPR Com- 
mittee Prior to Adoption of Part 2, Section XV . 

I. Pension Plans (ASPR 15-204. 2(q)(3)(iv)(B), page 15) . Attention 
is invited to the matter of "Implementation of 'Side' Agreements" 
which is discussed in paragraph 4. A. of the Editing Committee 
report of February 27, 1956. In the draft there discus sed,_^the pro- 
blem was related to proposed ASPR 15-204. 2(q)(3)(iii)(B) / ASPR 
15-204. 26d in the draft for editing/. 

II. Overtime, Extra -Pay Shift, and Multi- Shift Premium Si> ( ASPR 
15-204, 2(o), page 12) . Attention is invited to the recommendation with 
respect to this matter in paragraph 5. A. of the Editing Committee 
report of February 27, 1956. Discussions of the joint subcommittees 
emphasize that the term "authorization" and "prior approval" are 
not uniformly understood. 

6. It has not been possible in the time available for submission of this report, 
to set forth all of the differences between the draft submitted for editing and 
the attached draft. In this connection, it is recommended that, when this 
Part 2 is given detailed consideration by the ASPR Committee, the members 
of the Section XV Subcommittee be invited to participate for purposes of 
isolating and explaining such changes and the reasons therefor to the extent 
deemed appropriate by the ASPR Committee. In view of the substantially 
different numbering scheme which has been employed in the attached draft 
with respect to the Principles and Standards for Selected Items of Cost, 
covered under proposed ASPR 15-204, a table has been prepared (TAB A 
attached) showing. title a.nd lettered paragraph designation of each item 
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in the attached draft of Part 2 followed by brackets containing the corres- 
ponding paragraph reference in the draft submitted for editing. 

Editing Subcommittee: 

GEORGE W. MARKEY, JR. 

Navy Member 

Chairman 

CHARLES W. WILKINSON* 
Lt. Colonel, SS JAG 
Army Member 

JOHN W. PERRY* 
Air Force Member 



Section XV Subcommittee: 



Army: 



Navy: 



J. O. Hunnicutt, Jr., Maj. , DCSLOG 
T. P. Partyka, Hq. AAA 
J. A. Mays, Hq. AAA 



Arthur Co Sawallisch, ONM 
James Ruttenberg, OC-N 
E. To Cook, OC-N(alternate) 
Mrs. Edith Niedling, OC-N 
(alternate) 



DOD: 



Air Force: 



H. H. Gallup, OSD (S&L) 
Chairman, Section XV Subcommittee 



Paul M. Southwell, AFMPP 
Georgie A. Rudigier, AFAUD 
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* Will submit separate report. 
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MQiORANDUH PGR THE CHimSlAN^ ASPR caOlHTEB 

SUBJECT: Case S^Ui, Revision of Section Vf, Contract Cost Principles 
^Separate Report of the Amor and ALr Ibrc^ nenibers^ 
^ting Subcoirsnittee 

1# The Amor and Air Force nenbers o^ the Editixig S^ibconndttee 
understood that the Editing Siibcoiinittee *s report of March 9j 1956 
was returned to that Subcommittee solely to resolve^ idth the Section 
X7 Subcomraitteet any substantive differences betneen that r^ort and 
the materials approved by the ASFR Committee in December 1955* Oki the 
contraryj a great part of the time of the tm Subcommittees in the past 
two weeks has been devoted to consideration of entirely new substantive 
concepts put forth by various mexnbers of the Section X7 Subcommittee^ 
Since the Azroy and Air Force members of the Editing Subcoimnittee do not 
consider most of the changes made in the past two weeks necessary to 
conform the edited draft substantively to the draft iqpproved by the ASPR 
Comnitteej and since th^ do not know wfaidij if aqy^ of the naiiy new 
concepts have already been considered and rejected by the ASPR Committee 
or by the individual ASPR Comndttee members from the Departments in 
lAiich the conc^ts originated^ they are not able to recommend approval 
of the iqaterials now being submitted to the ASPR Coniiiittee« 

2. As exajiples^ attention is directed tp the paragraphs listed 
below. 

a# 15-200 has been revised to exclude simply pontracts with 

contractors not having commercial type accounting systems^ and to exclude 

clauses in supply or service contracts providing for the acquisition of 
facilitiesn 



h. 1^20;^ «c) has been reused by addimg i first and third 
sentences^ Th^ f^xst sentence defines *'t^se pezlod*** The third sentence 
was added to preclude the idea that all indirect costs allocable to a 
contract which ran for several years had to be charged to one selected 
fiscal year* 

c« 15- 203.5 has been revised to include the ^'input cost method" 
as a yardstick for determining whether the contractor's method of distribut- 
ing general and administrative costs is equitable and has deleted direct 
reference to inventory variations* 

d« l5-20U*2(f)(2> as approved Iqr ASPR and as originally edited 
provided that depreciation should be ''based upon original acquisition 
cost*** As now changed the paragraph ignores acquisition cost and bases 
depreciation on whatever baaie is used for Federal income tax purposes* 
Read in conjunction with l5-20lu3(J) this paragraph originally required 
that the contractor ignore^ for Government contract cost purposes^ both 
profits and losses on trade-ins* In additicn^ application of this para- 
graph (f)(2) as now revised to tax-exempt corporations which have coxoaercial 
type accounting systems, will be diffictilt* 

e* 1^20U*2(f)(5) has been changed to prohibit use charges on 
assets acquired without cost to the contractor* 

f* l5-20U*2(n)(5) which did require that inventory discrepancies 
be included in arriving at ''the cost of material" ziow requires that they 
be included in arriving at "the cost of performance*" 

g* l5-20U«2(u)(2) is an entirely new paragraph limiting the 
rentals which may be charged betwem plants, divisions, pr organisations 
under consnon control* 
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>\r. / h# 15-20U« has been changed to requl ^disclosure to the 

Oovemment of the purposes and results of related research and development 
for iMch the contractor is reimbursed in idiole or in part \sy the Oovem- 
ment* 

i. l5-20ii.2(aa)(l) has been limited to the costs of the con- 
tract or* s ineiiS>er3hip in organizations^ as distingulshod trcai the costs of 
menft>ership of contractor esnoployees* 

j« 1^20iu2(bb) has been changed to lixdt on-the-job training 
conducted b7 educational institutions to part-time training* ami to require 
Departmental inplsnentation before training in educational instituticms can 
be provided for in a c<»itract* 

k« l5-20l;a3(d) has been changed to: 

(1) disallow costs of repairing idle and excess facilities; 

(2) limit the provision to cohtractox^ovned facilities; and 

(3) clarify the assumed meaning of "standby purposes." 
1. 1^20U.3(j) has been changed by adding a cross reference 

lAxioh is in fact an exception. 

3* If a generalisation may be haearded* the changes made in the past 
tvo weeks tend to negate the idea of looking to the "reasonableness" of 
costs incurred, and substituting therefor various rigid rules of allowa- 
bility of costs. This tz«nd in turn is attributai^, at least in part, to 
the idea expressed b7 certain members of the Section X7 SubccMnmittee that 
the doctrine of "reasonableness" expressed in 15-201*2 pentits only 
questioning the reasonableness of the price paid as conpared to idiat the 
contractor got but does not permit questioning the reasraableness of the 
contractor »s incurring the cost in the first place* Possibly this limited 
interpretation of "reasonablmess" is due to the school of thought ^ch 
considers Part 2 of Section 27 to be an audit manual* 
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km Ibe ibnqy ai^l Mr Force niembers of the Editiag SubeonmLttee 
recommend that the ASPR Committee review the materials now being sub- 
mitted on the subject case as if they were an entirely new substantive 
submission from the subject Subcommittee, subject only to recognition 

that the submission has been editedU 



Lt. Cole Charles Wo Wi]kinson 
Aimy Member 
Editing Subcommittee 



John Wo Perry 
Air Force MeitfDer 
Editing Subcommittee 



February 27, 1956 



MEMORANDUM FOR THE ASPR COMMITTEE 

Subj: ASPR Case 53-44, Revision of Section XV, Contract Cost 
Principles 

1. The Editing Comniittee has substantially completed its task with respect 
to the draft of Part Z, Section XV, submitted for editing in accordance with 
Item 4 of the Minutes of the ASPR Committee Meeting of 13 December 1955. 
In accordance with instructions of the Staff the edited Part is not submitted 
herewith; however, it can be submitted in final edited form immediately 
after resolution of the following three matter So 

A. Consideration by the ASPR Committee of certain new sub- 
stantive matter introduced by the Editing Subcommittee in 
connection with Material and Supply Costs (proposed 
ASPR 15-204. 2(n){6)). This is discussed in paragraph 3. A. 
below o 

B. Consideration by the ASPR Committee, in connection with 
Research and Development Costs (proposed ASPR 15-204. 2 

' (v)(3)p of the need for clarification of the term "product 
line** and, also, of the possibility of an inequity in regard 
to the allocation of costs allowable under the subject sub- 
. paragraph. This is discussed in paragraph 3. B. below^ 

C. Ah issue within the Editing Subcommittee with respect 

to the costs of Pension Plans (proposed ASPR 15-204. 2(q)). 
This is discussed in paragraph 3. C« below« 

2. In addition to the foregoing there are certain other matters which the 
members of the Subcommittee wish to bring to the attention of the ASPR 
Committee. These matters are discussed in paragraphs 4 and 5 below. 
They do not necessarily require resolution by the ASPR Committee prior 
to reproducing the edited Part. 

3. The matters requiring consideration by the ASPR Committee prior to 
reproducing the edited Part are discussed under A, B, and C of this para- 
graph. It should be noted that the numbering of the edited Part is entirely 
different from that in the draft for editing. For convenience of reference, 
the heading for each comment in this paragraph, as well as elsewhere in 
this report, sets forth the number of the applicable paragraph and sub- 
paragraph in the edited Part followed by brackets containing the corres- 
ponding number in the draft for editing. 



A. Material and Supply Costs - ASPR 15>204. 2(n)(6) / 15-204, 21f/ 



The subject subparagraph as edited provides: 

*'(6) Costs of material, services, or supplies, 
sold or transferred between plants, divisions, or 
organizations, under common control, are allowable 
only to the extent of the cost to the transferor or 
the cost to the transferee, or the prices of other sup- 
pliers for the same £r substantially similar items, 
whichever is lowest;/ provided thatj in the case of 
any item regularly manufactured and sold by any 
such transferor through commercial channels, a de- 
parture from this cost basis is permissible if the 
charge to the contract does not exceed either (i) the 
transferor's sales price to its most favored customer 
for the same item in like quantity, or (ii) the prices 
of other suppliers for the same or substantially 
similar items," 

In editing this subparagraph, the Subcommittee has added the 
words in brackets at the end of the first sentence in the draft 
for editing, immediately following the word "transferor." 
The inclusion of these words presents an addition of substance 
which is for consideration by the ASPR Committee „ 

B. Research and Development Costs - ASPR 15-204, 2(v)(3) 
/ 15-204, 34bUi) / 

The subject subparagraph as edited provides: 

"(3) Related research is that type of research which 
is directed toward practical application of science. De- 
velopment is the systematic use of scientific knowledge 
directed, toward the production of useful materials, de- 
vices, methods, or processes, exclusive of design, man- 
ufacturing, and production engineering (see ASPR 15-204,2 
(m)). Costs of a contractor'^ s independent related research 
and development (that which is not sponsored by a contract, 
grant, or other arrangement) are allowable under any cost 
type production contract if allocated to all production work 
of the contractor; provided the research is related to the 
contract product or product line. Such research costs 
are unallowable under cost type research and development 
contracts," 



2 



From the above, it will be noted that independent related research 
and development costs are allowable only if related to the con- 
tract product or "product line", but that such costs must be al- 
located "to all production work of the contractoro " The Editing 
Committee is of the view that the term "product line" is suscept- 
ible 6f different interpretations and, in the interests of clarity, 
suggests that the ASPR Committee give consideration to the use 
of more meaningful terminology or to the development of a 
precise definition. Also, it appears that the requirement for 
allocating related research and development costs to "all pro- 
duction work of the contractor " may create an inequity. Under 
the circumstances, it may be desirable to consider whether 
the current requirement for allocation to "all production work 
of the contractor" should be revised to require allocation to 
aU production work in connection with the "product line" as 
that term may subsequently be defined or otherwise clarified. 

C. Pension Plans - ASPR 15-204, 2(q) /ASPR 15-204. 267 

The Chairman and the Army and Air Force members are not 
in agreement with respect to the subject paragraph as to the 
matters set forth below. 

I. Substantive Change. The major difference of opinion 
arises over the question whether the edited version of proposed 
ASPR 15-204. 2(q)(iii) acceptable to the Army and Air Force 
members varies substantively from the corresponding para- 
graph^/ 15-204. 26d/ of the draft for editing. The latter para- 
graph provides: 

d. In determining the net costs allocable to mili- 
tary contracts, consideration will be given to the posisi- 
bility of future abnormal termination credits or gains 
and the effect such credits or gains would have upon 
current costs. These termination credits or gains will 
arise with reispect to individuals for whom current costs 
are being incurred by the contractor but whose employ- 
ment will terminate before they acquire a vested right to 
the benefits purchased or funded by current costs. When 
such credits or gains are foreseeable and their worth 
can be evaluated with reasonable accuracy, an equitable 
adjustment of current costs to give effect to the anticipated 
future credits or gains will be made. Such equitable ad- 
justment can be accomplished either by discounting the 
current costs otherwise allocable or by obtaining realistic 
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recognition in the actuary's calculation of current 
costs so that the current costs do, in fact, reflect the 
discount for the abnormal termination credits or gains 
which are anticipated. However, most often such ab» 
normal credits or gains, if foreseeable at all, are not 
susceptible of being evaluated at the time of contracting 
because neither the timing nor the severity of the termina- 
tion actions will be known^ Under these circumstances, 
the Government's interest in such abnormal credits or 
gains will be preserved for retrospective evaluation 
and accounting. If a contractor has but one or relatively 
few Government contracts, an appropriate contractual 
provision may be used to preserve the Government's 
interest by providing retrospective accounting and any 
necessary adjustment to pension plan cost incurred 
under the contracto In other cases, where a contractor 
is not limited to one or few Government contracts or 
there is reasonable probability he will receive follow -on 
contracts, a separate contractual "side" agreement will 
be negotiated having application to all pension costs 
allowed under contracts with the particular contractor 
and provide for an accounting of abnormal credits or 
gains, as that term is defined in the agreement, arising 
by reason of a cutback or cessation of Government con- 
tract worko " 

There is set forth below, as proposed ASPR 15-204, 2(q)(3)(iii), 
a consolidated edited version of the preceding paragraph. The 
Army and Air Force members are in agreement with all ex- 
cept the words in brackets which the Chairman considers 
necessary to avoid a substantive change in the draft for editing. 
If the Chairman'' s version is adopted, the underlined word "and" 
preceding the "or" in each of the first two sets of brackets 
should be deleted. 

"(iii) in determining the net costs allocable to 
military contracts, consideration shall be 
given, in accordance with (A) and /or/ 
(B) below, to the effectupon current costs of 
possible future abnormal termination credits 
or gains which may arise with respect to in- 
dividuals for whom current costs are being 
incurred by the contractor but whose employ- 
ment will terminate before they acquire a 
vested right to the benefits purchased or 
funded by current costs — 
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'*(A) when such credits or gains can be 

currently evaluated with reasonable 
accuracy, an equitable adjustment of 
current costs to give effect to the antici- 
pated future credits or gains shall be 
made, either by reducing the current 
costs otherwise allocable or by obtaining 
realistic recognition in the actuary's 
calculation of current costs so that the 
current costs do, in fact, reflect the 
reduction for the abnormal termination 
credit£ or gains which are anticipated; 
and J^ov^l 

"(B) _/when such credits or gains cannot be 
currently e^valuated with reasonable 
accuracy^/ such pension plan costs 
incurred under the contract shall be 
subject to retrospective accounting and 
any necessary adjustment for subsequent 
termination credits unless the Government 
and the contractor agree in writing upon 
any necessary adjustment, or the method 
of determining such adjustment, " 

II. Consistency with Interpretation in Part 6, Section XV, 
A lesser difference also exists within the Editing Subcommittee 
with regard to proposed ASPR 15-204. 2(q)(2)o Here, the dis- 
agreement does not involve the question whether the edited 
version acceptable to the Army and Air Force members is 
substantively different from the corresponding subparagraph 
/^15-204o 26£/ in the draft for editing but the question whether 
it was intended that the latter draft should be significantly 
different from the interpretation set forth in Part 6, Section 
XV. The Chairman is of the view that an apparently un- 
explained significant difference does exist with respect to 
the coverage of pension plans for nonprofit and other tax 
exempt organizations. 

Subparagraph 15-204. 26c of the draft for editing provides: 

"c. The costs of a pension plan approved by the 
Military Department concerned, to the extent such 
costs are claimed and deductible for income tax purposes 
(or are determined to be reasonable in the case of non- 
profit or tax exempt organizations), are allowable except 
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as otherwise determined unallowable under this 
paragraph. Such costs naay include excess con- 
tributions to the extent such contributions are 
claimed and allowed for Federal income tax 
purposes in the current taxable period. In cases 
where the Internal Revenue Service withdraws 
approval of a plan^ an appropriate adjustment of 
contract cost will be made for contributions dis- 
allowed for tax purposes which previously had been 
allocated to and allowed as contract costs. 

It is the Chairman's understanding that no particular reason 
existed within the Section XV Subcommittee for significant 
departure from the current treatment of the pension plans 
of nonprofit or tkx exempt organizations, set forth in part 
in ASPR 15-601o2(b), as follows: 

'*(b) Pension or retirement plans of a contractor 
which are subject to approval of the .Bureau of Internal 
Revenue must have been so approved before costs 
under the plans may be accepted as charges to Govern- 
ment contracts. Many plans of nonprofit or other tax 
exempt organizations are also reviewed and approved 
by the Bureau of Internal Re venue when not so re- 
viewed and approved, each such plan will be reviewed, 
and approved or disapproved, by the Department to 
which audit cognizance is assigned, using, insofar as 
applicable, the criteria and standards of the Internal 
Revenue Code and the regulations of the Bureau of 
Internal Revenue. In any case where the Bureau of 
Internal Revenue withdraws approval of a plan, approval 
of amounts allocated to contract costs will be withdrawn 
accordingly. " 

Since Part 6, Section XV, received extended consideration by a 
Subcommittee addressing itself to that specific problem, the 
Chairman is of the view that significant departures therefrom 
should be avoided unless c?,early intended and adequately justified. 

There is set forth below, as proposed ASPR 15-204, 2(q)(2) and 
(3)(i) and (ii), a consolidated edited version of the above sub- 
paragraph 15-204. 26c, with the controversial portions favored 
by the Army and Air Force members underlined and those 
favored by the Chairman in brackets. 
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"(2) Consideration, and approval or disapproval, 
of all pension plans^and the method of determination of 
the costs thereof / of approved plans / shall be the respon- 
sibility of the Department to which audit cognizance is 
assigned and subsequent action taken by that Department 
will, generally, be accepted by the other Departments. 
Plans which are subject to the approval of the Internal 
Revenue Service must have been so approved prior to 
consideration by the cognizant Department; however, 
approval of a plan by the Internal Revenue Service does 
not necessarily assure the allowance of the costs of 
such a plan by the Department concerned. Pension 
plans of nonprofit or other tax exempt organizations 
are not required to be reviewed and approved by the 
Internal Revenue Service, /^Many pension plans of 
nonprofit or other tax exempt organizations are re- 
viewed and approved by the Internal Revenue Service 
although such review and approval is not required. 
When the plans of such organizations are not reviewed 
and approved by the Internal Revenue Service, the 
cognizant Department shall review, and approve or 
disapprove, such plans, using, insofar as applicable, 
the crite^ria and standards of the Internal Revenue Code 
and the Regulations of the Internal Revenue Service 

"(3) Reasonable costs of pension plans approved by 
the cognizant Military Department are allowable subject 
to the following conditions: 

"(i) except in the case of nonprofit or tax 
exempt organizations, such costs, in- 
cluding excess contributions, are allow- 
able only to the extent claimed and 
allowed for Federal income tax purposes 
in the current taxable period; 

'*(ii) in cases where the Internal Revenue^ Serv- 
ice withdraws approval of a plan, /whether 
or not review of the planjjy Internal Revenue 
Service was mandatory^/ an appropriate 
adjustment of contract costs shall be made 
for /whichj except in the case of nonprofit 
and tax exempt organizations, shall take 
into account/ contributions disallowed for 
tax purposes which previously had been 
allocated to and allowed as contract costs;" 
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February 27, 1956 

Internal Revenue Service although such review and approval is not required. 
When the plans of such organizations are not reviewed and approved by the 
Internal Revenue Service, the cognizant Department shall review, and approve 
or disapprove, such plans, using, insofar as applicable, the criteria and 
standards of the Internal Revenue Code and the Regulations of the Internal 
Revenue Service^/ 

(3) Reasonable costs of pension plans approved by the cognizant 
Military Department are allowable subject to the following conditions: 

(i) except in the case of nonprofit or tax exempt organizations, 
such costs, including excess contributions, are allowable 
only to the extent claimed and allowed for Federal income 
tax purposes in the current taxable period; 

(ii) in cases where the Internal Revenue Service withdraws 
approval of a plan, /^whether or not review o£the plan 
by Internal Revenue Service was mandatory,^/ an appro- 
p£iate adjustment of contract costs shall be made for 
/ which, except in the case of nonprofit and tax exempt 
organizations, shall take into accouiit/ contributions 
disallowed for tax purposes which previously had been 
allocated to and allowed as contract costs; 

(iii) in determining the net costs allocable to military contracts, 
consideration shall be given, in accordance with (A) and 
/^or_/ (B) below, to the effect upon current costs of possi- 
ble future abnormal termination credits or gains which may 
arise with respect to individuals for whom current costs are 
being incurred by the contractor but whose employment will 
terminate before they acquire a vested right to the benefits 
purchased or funded by current costs — 

(A) when such credits or gains can be currently evalu- 
ated with reasonable accuracy, an equitable ad- 
justment of current costs to give effect to the anti- 
cipated future credits or gains shall be made, either 
by reducing the current costs otherwise allocable 
or by obtaining realistic recognition in the actuary's 
calculation of current costs so that the current costs 
do, in fact, reflect the reduction for the abnormal 
termination credits or gains which are anticipated; 
and /or/ 
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(B) /when such credits or gains c_annot be currently evalu- 
ated with reasonable accurac)^/ such pension plan costs 
incurred under the contract shall be subject to retrospec- 
tive accounting and any necessary adjustment for sub- 
sequent termination credits unless the Government and 
the contractor agree in writing upon any necessary adjust- 
ment, or the method of determining such adjustment. 

(4) The allowability of costs of lump sum purchases of annuities 
or of lump sum cash payments or periodic cash payments made to provide 
pension benefits for retiring or retired employees other than such costs 
incurred under approved pension plans shall be subject to consideration on 
an individual case basis. 



NOTE — The above proposed ASPR 15-204. 2(q) is a consolidated edited 
version of paragraph 15-204.26 of the draft for editing. The 
controversial material favored by the Army and Air Force 
members is underlined and that favored by the Chairman is 
in brackets. 



3 



TAB A 



The Chairman is of the view that the underlined third sentence 
bf subparagraph (2) treats the problem of pension plans of non- 
profit and other tax exempt organizations in a manner which 
is too cryptic. If it is desired that the treatment of the problem 
be substantially parallel to that in existing ASPR 15-601. 2(f), 
the Chairman recommends the deletion of the underlined 
sentence and substitution of the material in brackets which 
follows in both subparagraphs (2) and (3). 

Attached as TAB A is a consolidated edited treatment of 
Pensions Plans -- ASPR 15-204. 2(q) _/ 15-204. 26_/ in which 
the controversial portions favored by the Army and Air Force 
members are underlined and those favored by the Chairman 
are in brackets. 

4. The Chairman further invites the attention of the ASPR Committee to 
the following which is one of the matters referred to in paragraph 2 above 
as not necessarily requiring final action by the ASPR Committee prior to 
reproduction of the edited Part. 

Pension Plans - ASPR 15-204. 2(q)(3)(iii) (B) /l5-204.26d7 

A. Implementation by "Side^' Agreements. In connection with 
subject subparagraph (see TAB A attached), it is noted that 
the ASPR Committee recently considered the development 
of an agreement for Government-wide or DOD-wide use to 
provide for the recovery of reversionary credits of costs of 
pension plans (see ASPR Case 55-111, Item 11 of the Minutes 
of December 13, 1955). This case was withdrawn by the Army 
ASPR Committee Member on the basis of the prior considera- 
tion given to the general problem of reversionary credits by 
the ASPR Conference in Case 51-34 (see Item 8 of the Minutes 
of April 8, 1952). In that case, the ASPR Conference approved 
the report of the Contract Cost Subcommittee of 13 March 1952, 
which recommended as follows: 

"The Committee feels that what is needed 
here is appropriate implementation by the mili- 
tary departments to their auditors and contract 
negotiators so that pension costs will be questioned 
and proper action taken thereon where appropriate. 
It does not believe that any action by the ASPR Con- 
ference beyond concurrence with this viewpoint is 
necessary or desirable at this time ." (Emphasis 
added. ) 

8 



It is understood that each of the Departments has been ex- 
perimenting with the development of agreements to. provide 
for the recovery of reversionary credits, of the same gen- 
eral type as referred to in Case 55-111, and that, in the 
interests of achieving uniformity, there has been informal 
coordination among representatives of the Departments. 
Paragraph 15-Z04. 26d of the draft for editing (set forth in 
paragraph 3oC, above) refers to similar agreements as 
"side" agreements. Under the circumstances, the ASPR 
Committee may wish to consider whether further action 
on the matter of DOD-wide agreements providing for the 
recovery of reversionary credits is appropriate at the 
present time. 

B. Further Implementation , It is suggested that it may be 
desirable to consider whether further implementation of 
the subject subparagraph is appropriate. Attention is in- 
vited to ASPR Case 55-47 - Cost Reimbursement Type Con- 
tracts - Development of Standard Basic Forms for Release 
and Assignment of Credits, Refunds, and Rebates, for 
possible consideration in this regard. 

5. The Editing Sub committee invites the attention of the ASPR Committee 
to the following as one of the matters referred to in paragraph 2, which do 
not necessarily require final action by the ASPR Committee prior to re- 
production of the edited Part. 

Overtime, Extra -Pay Shift, and Multi-Shift Premiums- ASPR 15-204. 2(o) 
/ 15-204.24/ 

The subject paragraph provides as follows: 

"(o) Overtime, Extra-Pay Shift, and Multi-Shift 
Premiums . The premium portion of overtime, extra- 
pay shift, and multi- shift payments to direct labor 
employees may be classified as either direct or in- 
direct labor costs, but the amount of such premiums 
shall be separately identified. Costs of such premiums 
on direct labor are allowable only to the extent expressly 
provided for in the contract or otherwise authorized by 
the Government (see ASPR 12-102 for further information 
concerning the policy regarding such authorization). When 
direct labor cost is the base for distribution of overhead, 
the premium portion of overtime payments shall not be 
included in that base. The premium portion of overtime. 
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PROPOSED ASPR 15-204^ 



(q) Pension Plans > 

(1) A pension plan is a plan which is established and nnaintained by 

a contractor primarily to provide systematically for the payment of definitely 
determinable benefits to its employees over a period of years, usually for 
life, after retirement. Such a plan may include disability, withdrawal, 
insurance, or survivorship benefits incidental and directly related to the 
pension benefits. Such benefits, generally, are measured by, and based on, 
such factors as years of service and compensation received by the employees. 
The determination of the amount of pension benefits and the contributions to 
provide such benefits are not dependent upon profits. Benefits are not 
definitely determinable if funds arising from forfeitures on termination of 
services or other reason may be used to provide increased benefits for the 
remaining participants instead of being used to reduce the amount of con- 
tributions by the employer, A plan designed to provide benefits for employees 
or their beneficiaries to be paid upon retirement or over a period of years 
after retirement shall be considered a pension plan if, under the plan, either 
the benefits payable to the employee or the required contributions by the 
contractor can be determined actuarially. (Retirement plans which are 
based on profit- sharing shall not be considered to be pension plans within 
this paragraph (q). ) 

(2) Consideration, and approval or disapproval, of_all pension 
plans_and the method of determination of the costs thereof / of approved 
plans/ shall be the responsibility of the Department to which audit cognizance 
is aTsigned and subsequent action taken by that Department will, generally, 
be accepted by the other Departments o Plans which are subject to the ap- 
proval of the Internal Revenue Service must have been so approved prior to 
consideration by the cognizant Department; however, approval of a plan by 
the Internal Revenue Service does not necessarily assure the allowance of 
the costs of such a plan by the Department concerned. Pension plans of 
nonprofit or other tax exempt organizations are not required to be reviewed 
and approved by the Internal Revenue Service. /^Many pension plans of non- 
profit or other tax exempt organizations are reviewed and approved by the 
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extra-pay shift, and multi- shift payments to indirect 
labor employees is allowable without prior approval » 
if reasonable, and if allocated on a pro rata basis to 
commercial as well as Government work. When such 
premium costs are charged as indirect costs, the 
amount allocated to Government contracts shall be 
equitable in relation to (i) the amount of such premium 
costs allocated to non- Government work being con- 
currently performed in the contractor's plant and (ii) 
the factors which necessitate the incurrence of the costs.," 

It is considered that an appropriate subcommittee familiar with 
the policy set forth in ASPR 12-102 should be asked to reconsider 
that ASPR provision in the light of proposed ASPR 15-204. 2(o). 
It is considered that particular attention should be addressed 
to the terms "authorization*' and "prior approval", and to the 
matter of premium pay to indirect labor employees which is 
not now specifically treated in ASPR 12-102. 

6. It is requested that the Editing Subcommittee be furnished instructions 
with respect to the matters set forth in paragraph 3 and that the ASPR 
Committee take such action as may be appropriate with respect to the 
matters set forth in paragraphs 4 and 5. 



GEORGE W. MARKEY, JR. 

Navy Member 

Chairman 

CHARLES W. WILKINSON 
Lt. Colonel, SS JAG 
Army Member 

JOHN W. PERRY 
Air Force Member 
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QFPICi. (F THE ASSISTANT SECRETAHT C3F DLk£a©E . 
Washington 2S$ D« 



Noveniber 1^ 1955 



MEMORANDTJM FOR THE ASPR COMMITTEE 

SUBJECT: Case 53-14, Revision of Part 2, Section XV 



Your Subcomioittee has reviewed the ccHnments of the following with respect 
to subject: NSIA, MAPI, RETMA, NAM, AMA, C* of C*, AIA, American Institute 
of Accountants, Council of Profit Sharing Industries, and ConqptroUers 
Institute of America* These comments resulted in numerous revisions of our 
3/23/55 draft. 

At the outset, the subcommittee wishes to draw attention to certain major 
issues with industry which are historic and have not been resolved in this 
draft to the complete satisfaction of industry* VJhile these issues have been 
taken up separately in this report, th^y are mentioned here because of their 
importance and long standing differences* They are (1) 15*203*3, Selling 
and Distribution E3qpenses, (2) 15-20^*1, Advertising, (3) l5-20]i*ll. Enter- 
tainment, ih) 15-20U»16, Interest and (5) l5-20Ufl6, Losses on Other Contracts* 

Industry made the following general observations which the s\j8)commlttee 
believes worthy of mentioning* First, th€y object to the requirement, in many 
cases, that some costs to be allowable must be \ipon authorisation by speciial 
contract provision or by written authorisation of the contracting officer, 
rather than just the approval of the contracting officer* 

Second, throughout the proposed draft there is interjected a requirement 
that the auditor evaluate the equities of the situation, in addition to his 
usual function of measuring the reasonableness of the amount and the proper 
allocability of the item* Section XV should be limited to indicate types 
and amounts of cost which are or are not allowable in cost- type contracts 
and it should not be made an audit manual for the various services* 

The third observation is that detailed implementing instructions of the 
departments should be prepared prior to the publishing of this section* 

The following paragraphs contain what the Subcommittee considered to be 
major uzu:'esolved issues with industxy, pertain differences which developed 
within the Subcommittee, and other comments on particular paragraphs of the 
draft* 

I5'^2d0 Scope of Part * 

INDUSTRY POSITIQM 

A statement should be included to the effect that Section XV is not 
applicable to fixed price contracts, including those with price redeteztnina* 
tion provisions* 



^DBCQMMnTEE POSITIQN 



The proposal is not acceptable since audit agencies have no alternative 
at present other than to use Section XV as a guide in auditing these contracts. 

A?-2Q^(t?) Factors Affecting Allovabtlltv Costs. 
INDUSTRY POSITIQN 

Costs should not be measured by the new criterion "significant deviation 
in the established practices of the contractor which substantially increase 
the contract costs* 

SUBCOMMETTEE POSITION 

This new criterion is only one of the factors affecting allowability of 
costs* This does not take anything away from the contractor* If the reason 
for the deviation is Justified, costs nay still be allowed* 

AIR FOHCE MINORITY POSITIQN 

The Air Force Procurement member does not agree with the subcommittee's 
change of inserting the parenthetical phrase "(including independent research 
projects)" in paragraph 15^203.2* 

The Subcommittee's purpose in insezi^ing this phrase was to cover those 
few sitxaations where contractors do not have a separate research department but 
perform thcJjT research in their engineering departments* To meet these 
situations I the subcommittee wanted a statement in Section XV to provide that 
where independent research is perfQrmed in an engineering department, allocation 
of indirect engineering e3cpenses will be made to such research work^ 

The objection of the Air Force procurement member stems trm the belief 
that such statement is unnecessary since the purpose of inserting the parent 
thetical statement is already accomplished by the present wording of recognieiz^ 
independent research expenses in paragraph 1^204f3Ao: 

"Ii»lependent z^esearcli projects will absorb their appropriate 
share of indirect expenses of the department where research work 
is performed*" 

Furthermore, the insertion of the parenthetical statement makes paragraph 
15--203*2 subject to misinterpretatirm since a literal reading of the 
paragraph with the insertion is likely to be to the effect that indirect 
engineering expenses of the engineering department should be allocated to 
research projects even though such work is performed in a research department 
independent and apart from the location of the engineering department* This, 
of course, was not what was intendeds The kif Force procurement member, 
therefore, recommends the deletion of ttxe pai^nthetical statement* 
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15^203 >3 Selling and Distribution Expense , 

INDUSm POSITI(»i 

Selling and distaribution expenses are generally a cost which should be 
acceptable as allocable to Government contracts by associating such expendi- 
tures with an indirect benefit to Government work. It contends that the 
Government stands to benefit by being able to place orders for standard 
commercial products or specially designed products with companies which> 
through expenditures for advertising, sales promotion and selling activities, 
have capacities to produce efficiently and quickly the requirements of the 
Government that otherwise could not be possible without delays and e3q>endi- 
tures. Industry would like the allowable costs more clearly defined* How- 
ever, it is noted that the American Institute of Accountants says: "This 
treatment of selling expenses seems entirely satisfactory to me, and is in 
agrement with good indtistriaX and contract practice 

SUBCOMMITTEE POSITION 

Pure selling expense of the contractor as such is unallowable for the 
reason that it is not necessary and does not contribute ax^ything to the 
performance of the contract # Generally, any type of marketing expense in 
the ordinary sense is not considered to be necessary in contract performance 
and is not required in doing business with the Government • However, the 
Subcommittee does feel that a reasonable demojistration that his technical, 
consulting and related beneficial services which are for purposes of appli- 
cation and adaptation of the contractors products may justify allpcation of 
Government contracts* Any further liber«JJL55ation would be unjustified* 

15-203 •Ij General and Administrative Expenses * 

INDUSTRY POSITION 

It is not necessary to enimerate factors to be considered in determining 
whether a method of distributing general and administrative expenses will pro- 
duce equitable refifults. The inclusion of such a listing wi^J. lead only to 
further confusion and may cause overemphasis on the use of the factors 
enumerated* 

SUBCOM^gTTEE POSITION 

It is recognized that this paragraph involves a controversial, matter and 
one which requires the consideration of many different points* However, it 
is felt that inclusion in this paragraph pf several illustrative factors to 
be given consideration will not on)y insure that the listed factors are con*p> 
sidered but will tend to indicate that there are many facets to the problem* 

IS-" 203*5 Base Period for Allocation of Indirect Expenses * 

INDUSTig. POSITION 

This paragraph is inconsistent with l5-203(b) and permits Govenmient 
personnel to select the periods which i^ust be w?ed* 
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SUBCOMMITTEE POSITION 

The Subconunittee fails to see ariy inconsistency between this paragraph 
and 15-203 (b). One deals with the method of allocation and the other with the 
base period for allocation. 

l$~20li>l Advertising s 

■INDUSTRY POSITION 

The present liniitations on advertising are too restrictive, and overlook 
the fact that any advertising is a normal cost of doing business from which 
the Government has derived benefit and as such should bear a portion of the 
expenses* 

. SUBCOMMITTEE POSITION 

Advertising, generally, is not necessary in order for industry to con- 
duct business vrith the Govemment* On the other hand, in the modified version. 
Government recognition has been accorded that portion of industry advertising 
which encourages dissemination of technical information within industry itself 
through certain media, the results of which benefit both industry and the 
Government, and the Government will share in its portion of same. One slight 
concession made by the Subcommittee is the deletion in the third line of 
paragraph a. (1) after the word "placed" of the phrase, "for the purpose of 
offering financial support to", and substituting the word "in"# The change 
was made because of the difficulty of determining a contractor's intent and 
the words were not helpful in determining cost allowances. The Subcommittee 
set forth its views on this subject in greater detail in previous reports • 

l5-20li»6 Ccanpensation f or Personal Services . 

The DOD position on profit sharing has not been determined by higher 
authority. Accordingly, the Subcommittee found it impracticable, because of 
cross references, to write this entire paragraph in final fozro until policy 
guidance is forthcoming* 

lg-20ii.8 Contributions and Donations . 

INDUSIHT POSITION 

Industry has two objections to the proposed recognition of contributions 
and donations. First, industry objects to the exclusion of religious oontri- 
butions and donations as a reimbursable cost. Next, indxistry feels that 
aside from the reasonableness of the amount of donations and the contraptor's 
consistent practice of making such donations that the only additional limi- 
tation for the recognition of these donaticsis is that the amount be deductible 
for federal income tax purposes • Accordingly, industry objects to the phrase 
"but the deductibility of the contribution for income tax purposes does not 
in itself justify its allowability as a contract cost." 
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SUBCOMMITTEE POSITION 



(1) Religious donations should not be a reiinbiu*sable contract cost 
because (a) it cannot be said that religious donations are an ordinary and 
necessary business expense and (b) it is believed that the reimbursement to 
contractors of their religious donations from Public and Defense Funds would 
violate public policy. 

(2) The deductibility of an item for federal income tax purposes should 
not be the only consideration for its recognition as a contract cost. For 
example, propriety and reasonableness are other standards • Hence, the phrase 
quoted above and objected to by industry is necessary in regarding the 
recognition of contributions and donations. 

l5^i20U#9e Depreciation . 

Protracted discussions in the Subcommittee failed to resolve the ques- 
tion of whether the terra "emergency facility" or "emergency facilities" 
should be used in this paragraph* 

MAJORITY POSITION 

The issue arises because of the Amy and Air Force policy of allowing 
contractors to select categories of f acilitiea^ for which separate findings 
are made on a detennination^ f or true depreciation and those for normal 
depreciation. 

NAVY MINORITY POSITION 

Navy policy is that onpe a true depreciation determination is made^ a 
contractor must elect to take true or normal depreciation for all the facil- 
ities covered by the determination* Hence j Navy insistence on the words 
"emergency facilities" 

l5-*20i4»ll Entertainment Expense . . 

INDUSTRY POSITION 

Industry objects to the words "social activities" as it may create con- 
flict with the provisions of 15-^20U#10 and 15*20U#J40. It further contends 
that unless there is an overriding public policy to the contrary, entertain- 
ment expenses reasonably allocable to Government contracts should be recog- 
nized^ to the extent that it can be demonstrated that such expenses are 
ordinary and necessary to the business of a contractor* 

SUBCQMITTEE POSITION 

There is no conflict with this paragraph and paragraphs 15*20U«10 and 
15-^20U#U0. Furthermore, this type of e3q)ense is solely for the benefit of 
the contractor, serves no purpose to Government work and has been tradi- 
tionally disallowed. The contractor m^y be placed in a f^^vored class should 
he be allowed to recoup entertainment expenee throijgh Government contracts 
and is considered to be against public policy* 



I5"20ii«l5(f ) Insurance and Indemnification , 
AIR FORCE MINORITr POSITION 

The Air Force procurement member disagrees with the Subcommittee's 
wording of subparagraph (f ) and beUeyes that the following proposed wording 
would permit a more practicable application of accepting uninsured losses as 
a contract post* The proposed change would rwnove uncertainty as to the 
Government commitments and liability in this area. It also makes the 
Government's commitment known at the time of contracting. Furthemore, it 
eliminates the Departmental approval of such cost (as the present language 
provides) and places it at the level of the procuring activity. It is pro- 
posed that (f ) readt 

"f , losses resulting from failure to insure (through self Insurance 
or otherwise) are not allowable unless authorised by special contract 
provision." 

QSD MINQRlraf POSITION 

It is recommended that the words, ^^unless approved Ify the Department 
concerned" be deleted in paragraph (f ) since only one known Navy case was 
cited in substantiation of the. phrase* 

lS->2Qii#l6 Interest and Other Financial Expenses > 

IMDUSTRT POSITION 

Industry contends that interest should be allowable* 
SUBCOMMITTEE POSITION 

Interest has always been considered as unallowable becatise it represents 
a distribution of profits to persons who have advanced capital on a loan 
basis • The Subccmroittee sees no reason why this position should be changed* 
More detailed reasons for disallowance are set forth in previotis reports* 
In this connection, it should be noted that DOD Directive requires interest 
to be charged on advance payments* 

l5'-*20li*l6 Losises on Other Contracts * 

INDUSTRY POSITION 

Industry, in effect, requests that the portion of cost-participation 
contracts not reimbursed by the Government under that contract be allowed as 
a cost on other contracts* 

SUBCOMMITTEE POSITION 

This proposal is rejected since a contractor in accepting a cost-partici- 
pating H&D contract expects that later production contracts will be obtained 
resulting in prof it to compensate for earlier costs of participation* 
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l5-20U#l9(b) Maintenance and Repairs > 
INDUSTRY POSITION 

Industxy objects to the restriction of recognizing deferred maintenance 
expenses only by specific contract provision* 

SUBCOMMITTEE POSITION 

The requirement of a specific contract provision for recognition of this 
expense is necessary in order that the Government may exercise some control 
over the amount of deferred maintenance expense which may be charged against 
cost- type contracts • The contract provision requirement in no way lessens 
the recognition of this expense. Since such expenses could be substantial 
and the possibility of a dispute would always be present as to the amount 
which should be accepted as a contract cost^ it seems best that this be 
covered by a contract provision • 

l$-^20U*21b. Materials and Supplies (Cash Discounts) 

INDUSTRY POSITION 

Industry questions the requirement of the Government that cash discount 
be taken as a credit against the cost of materials, their theory being that 
cash discount is actually financial income comparable to interest as a f inan* 
cial e^q^ense, and since interest is not considered an allowable cost| cash 
discount credits should be mitted from consideration* 

SUBCOMMITTEE POSITION 

The subject of cash discount credit is in an area completely separate 
from that of financial expense or financial income* Classifying cash discount 
as financial income is fallacious since realised income cannot arise through 
the operation of buying. Net prices are substantially on a cash basis and 
therefore represent the most effective costs* It is the net price which a 
seller expects to receivci and a buyer expects to pay# The cost of materials 
therefore is represented by the total outlay of cash or, its equivalent for 
the purchase of the materials} if the cash paid out includes a reduction for 
allowances or credits taken by the contractori the net amount paid represents 
the true cost of the material. 

AIR FORCE MIN0RIT3C POSITION 

The Air Force Procurement member believes the third sentence of this 
subparagraph is subject to misinterpretation since it gives the impression 
that a contractor has the election to credit discounts , rebates i etc« to 
material costs or to indirect costs* The Air Force Procurement mwber 
would clarify the 3rd sentence by adding the following: •*which ever method 
has been consistently followed by the contractor*** These added words are 
considered necessary since it is believed that the reqijirement for a con- 
sistent application of these credits is not necessarily found by reading 
the questioned sentence in light of the Basic Principles and Standards 
(15-201)* 



7 



f 



lg«>20U>21e # Materials and Supplies (Write-down of Inventory Valttes) ^ 
IKDUSm POSITION 

Write-down of inventozy value should be allo^xed as a contract cost* 

SUBCOMiaTTEE POSITION 

Although this item is not a major objection by industry ^ the Subcommittee's 
position is that there is little, if any, merit to industry's contention in 
cost'-type contracts. Write-down of material costs would, of necessity, have 
to apply to material costs unrelated to a Government cost-type contract and, 
therefore, should be absorbed by the business to which the (write-down of 
value) applies* 

1$-20U»2U Overtime, Extra Pay Shift and Multi-Shift Premiums # 

INDUSTRY POSITION 

Industry wants restriction lifted with respect to cost of overtime and 
shift premium on indirect labor. The suggested change in the draft may remove 
some of the objection. As to such cost on direct labor industry wants no 
restriction except as provided by contract terns In accordance with the con-* 
tractor's practices and procedures, this b^ing a standard operating procedure 
for most companies and ^uch provision is often made for such procedures in 
union contracts. This argument does not in aqy way appear to bind the Government. 

SUHCq^lMITTEE POSITION 

For the contractor to be required to identify separately shift premium 
and overtime on his books is a sound practice and one which requires but 
little or no overhead cost to segregate. This has been traditional with the 
Government to restrict and control overtime and extra pay shift oost» Not 
to do so would invite the contractor to wor4c normal hours on commercial work 
and mm up lage amoxmts of extra pay and overtime cost. Extra pay cost and 
overtime premium on indirect labor is allowable on a pro rata basis to 
commercial and Government provided it is otherwise reasox^ble. 

15-201;. 2$ Patent Expenses . 

INDUSTIg POSITION NO. 1 

Costs of filing patent applications by a contractor should be allowed 
even though the Government may not obtain any rights under the patents because, 

obtaining a patent, a contractor avoids the necessity of eventually being 
required to pay a royalty to some other person who may obtain a patent on the 
sarae indention. 

SUBCOMMITTEE POSITION NO. 1 

This comment was rejected on the basis that the contractor gets title 
to the patents and the primary benefits therefrom. This would amount to a 
windfall to the contractor if the Government paldf 
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INDUSTRY POSITION N0> 2 



Add to allowable costs **the defense of patent infringement litigation" # 

SUBCOMMITTEE POSITION NO^ 2 

Under the Act of J\me 2S$ 1910, as amended, (28 USC II498), only the 
Gorremment can be sued for patent Infringement on contractor's production 
for the Government • If a contractor is sued for patent infringement, it 
must be for its own COTmerdal production. Therefore, there can be no costs 
to industry for defense of patent infringement litigation, except such as 
are passed on to industry by the Government through the Patent Indemnity 
clause. To allow such costs would conflict with the puxpose of the Patent 
Indemnity Clause. 

l5^20Uii29c . Legal Fees . 

INDUSTIg POSITION 

The cost of successful anti-trust suits brought by the Government axui 
the cost of successful prosecution of claims against the Govexment should 
be allowable on the premise that these are ordinary, necessary and proper 
e3q)enses of doing business and therefore ahoxild be considered allowable. 

SUBCOMMITTEE POSITION 

Costs incurred in these connections, whether the results of the actione 
are successful or not, are unallowable. Reimburseraent of litigation costs 
where the Government is a party to the suit is obviously untenable • The 
Government can not financially support the party with which it is engaged in 
legal dispute. 

l5-20li»30 Profitg and Losses on Disposition of Plantj Equipment or Other 
Capital Assets . 

INDUSTRY POSITION 

Such profits and losses should be allowable to the extent that th^ rep- 
resent adjustments to depreciation on assets acquired for Government business. 

SUBCOMMITTEE POSITION 

The subcommittee agrees with this contention but feels that it would be 
impractical, if not impossible, to distinguish between that portion of a 
profit or loss which represents an adjustment of depreciation and that which 
was caused ty fluctuations in the general price leyelik 

l5'*20li^31 Reconversion Expenses . 

INDUSTRY POSITION 

Industry ccnments ran the oomplete gamut from general agreement with the 
item as drafted to an extrane statement by Auto Manufacturers Aesodation that 
«we can see no reason for disallowing any conversion expenses*'. 
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SUBCQMMITTEB POSITION 



It is appaz^nt that industzy should seek a birth-tO"*burial treatment of 
reconversion expenses; however, the comments furnished no valid reasons for 
changing the principle^ Specific provision in the contract of those recon* 
version expenses which are allowable appears the best method of assuring fair 
treatment of the Government's and contractors* interests* AH items not 
specifically provided for in the initial contract or ^ modification are 
not allowable* 

1S-20UO3 Rentals of Plant and Equipmen t # 
IMDUSTIg POSITION 

The restriction on amounts of allowable rent for facilities covered by 
sale and lease-back agrefsments is not equitable* As long as the rents are 
reasonable in the light of th$ type, condition and value of the facilities 
leased, options available and other provisions of the rental agreement the 
Government's interests are adequately protected* In addition, the Government 
would be penalizing companies who have sale and lease-back agreements ap 
contrasted with companies holding com/entional leases* 

SUBCOMMITTES POSITION 

Sale and lease-back agTOements are primarily entered into to provide 
additional working -ijapital, without borrowing funds, or issuing additional 
capital stock Another reason could be to obtain tax benefits* To accept 
the risk, finracing and profit factors included in the rental of sale and 
lease-back facilities would be contrary to our position regarding interest 
as a nonallo;oaole cost* Furthermore, the acc'.elera&ed amortization usually in- 
cluded in the rental may represent an unreasonable contract cost* 

l5-"20U*3lib(i) Research and Development (General Research ) 

The subcommittee concurs with the violent objection of industiy to placing 
a ceiling of 25% on general research costs* The draft takes a new approach 
of allowing **the allocable portion of 75% of the allowable costs of a eon- 
tractor's independent general research"* Under this arbitrary fonoula, there 
is no penalty for being predominantly a defense contractor but some restric* 
tion is placed on such a contractor f x*cm going whole hog on general research 
hy forcing him to place sme of his own funds into such projects* Some 
Subcommittee members are not adamant in the position on the percentage figure 
and are willing that the figure be as high as 90^* Other Subcommittee members 
feel that 7S% is a reasonable figure but should be followed by the paren- 
thetical insertion "(or such other percentage as may be agreed upon and set 
forth in "^he contract Schedule)" since flexibility is desirable in this area* 

15^20U»3S Royalty Payments * 

INDUSTEg POSITION 

Industry takes objection to the limitation on the allowability of royal- 
ties where royalties paid or payable for the right to use patents necessary 
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for the proper performance of a contract and where the Oovemment does not 
already have a royalty-free Ucense to use such patents, the royalties are 
allowable to the extent ejcpressly provided for elsewhere in the contract or 
otherwise authorized by the Contracting Officer. Industiy contends that it 
should be permitted to manufacture products under license agreements which 
they would otherwise have to purchase and ^hat payment for same should not 
be subject to such limitations. 

SUBCOMMITTEE POSITION 

In the Subcoimnittee's opinion, the payment of royalties to contractors 
UQder the circumstances described should be circumscribed by contract pro- 
visions or effected under the Contracting Officer's cognizance. Because 
fees for use of patents, where the Government does not have a royalty-free 
license to use same, may often be predicated on the highest rates the 
market will bear, and since payment limitations are difficult to establish 
where effective competition does not exist, the Government has established 
procedures leading to the reduction of royalties where royalty paonnents in 
connection with contract performance are deemed excessive. The inclusion 
of the limitations in the revision permits review of the circisnstances 
surrounding the incurrence of royalty payment costs and assures control by 
the Contracting Officer. In addition to the cost feature, review by the 
Government can be effected to assure that the Government does not already 
have a royalty-free license to use the patent concerned. In summary, Con- 
tracting Officers can determine if the royalty costs are bona fide and 
reasonable. 

l$-20ii.36 Service and Installation Expenses . 
BACKGROUMD 

The 3/23/55 draft contained a prpvision (now deleted) concerning corv 
recting product defects and replacing defective parte • 

ASPR POSITIO N 

' I • . ! ■ . ■ 

ASPR 7-203.5 - Inspection of Supplies and Correction of Defects - pro- 
vides that the Government will pay these costs unless caused by high officials 
of the c<sitractor. 

SUBCOMMITTBE POSITIOH 

When such costs are incurred due to failure to comply with contract terms 
or specifications, or from causes considered to be beyond the area or reason- 
ableness, such costs including any applicable overhead should be unallowable. 
The Subcommittee will present an actual ease in substantiation of its recom-' 
mendation that the ASPR Committee give serioos consideraticai to apai iH -trig 
ASPR 7^203.5 along the above lines. 

15'^20U.37 Severance Pay . 

IMDUSTRy POSITION 

The portion of the revised provision ralMiting to eontr^t eosting of mass w 



abnormal severance pay is impractical and would be difficult and cumbersome 
to apply, and the cost of severance pay, generally, should be handled on a 
basis conforming with accepted accounting principles and practices and the 
established policy of a contractor, rather than poli^ which constitutes 
an implicit agreement on the contractor's part. Industry also feel that 
perhaps allowability should be provided for on either an actual or an accrual 
basis* 

SUBCOMMITTEE POSITION 

The treatment as proposed for mass severance pay is the most practical 
and realistic approach to a problem which concerns an unpredictable contin- 
gency # It is felt that a contingent reserve for mass severance pay is too 
conjectural to be considered a cost. The Govertiment ishould not obligate 
itself for more than its pro rata share of severance wage payments actually 
made, in accordance with a policy reflecting implicit agreement by a con- 
tractor, on the basis of its ratio of participation in the contractor's total 
business during the period of employment of the individual involved • 

l$-20U.39a(3) Taxes 

BTOUSTHT POSITION 

This clause should be eliminated as in many cases the cost of securing 
the exemption exceeds the amount to be saved# 

AIR FORCE MINORITY POSITION 

The Air Force members believe there is merit in industry's comment and 
propose the clause be revised to read as follows: 

"Taxes from which exemptions are available to the contractor directly 
or available to the contractor based on an exemption afforded the 
Government except when the contracting officer determines that the 
administrative burden incident to obtaining the exemption outweighs 
th^ corresponding benefit? accruing to the Govemment<»" 

l$-20UO9b ^ Taxes . 

INDUSTRY POSITION 

Industry generally contends that this paragraph should be revised to 
allow cost taxes, interest, penalties and esqpenses of contractor's acts 
in resisting assessments or attempting to secure refundSi without tiie im- 
position of the restrictions presently included in this paragr^h as in 
certain situations contractors cannot possibly or reasonably comply with 
these requirements* 

SDBCQMMITiEE POSITION 

The restrictions imposed by this paragraph are reagpnable in that they 
merely require the contractor to obtain and follow instructions from the con^ 
tracting officer in cases where there is a doubt as to the legality or 
correctness of a tax asseesmimtf 



15-20U%UQ Trades Business and Prof essional Activities (Exhibiticms )# 
HiPUSTIg POSITION 

The expenses of holding exhibitions is a required cost of doing business, 
as normal and essential as expenses incident to meetings and conferences, and 
as such should be aD.owablLe. Furthei^, the revision ia unduly restrictive in 
that it relates only to expanses incurred at meetings and conferences when 
the primary purpose of the incurrence is the dissemination of technical in-* 
formation or information aimed at the stimulation of production, and does 
not include expenses of exhibitions incurred for dissemination of information 
to the trade, the public, prospiective employees, etc*, about the particular 
business • 

SUBCQMMITTSE POSITIO N 

This matter is quite similar to the problem of allowability of advertising 
Doing business with the Government does not presme that diss&ninaticn of in* 
formation about the business to the trade or public through exhibitions is 
necessary* The Government is agreeable, however, to accepting its pro rata 
share of expenses incurred for the dissemj.riation of technical information or 
information aimed at stimulation of production through meetings or conferences* 
The exhibitions referred to by industry are those held for puzppses other than 
these; therefore, the costs thereof are considered unallowable. 

GENERAL COMMENTS 

1* Some existing subcommittee members do not necessarily concur with 
every view expressed by their predecessors but concurred in the Report to ex- 
pedite consideration* 

2* The need for editing is recognized* 

3* GAO concurrence has not been iabtained* 

Prior to publication, Part 1 must also be revised (the Subccmmittee 
has made considerable progress on revised Part 1) and certain cross-referencing 
accomplished on existing Parts 3 end li* 



SECTION XV SUBCOMMITTEE 

MEMBERS: 

H* H* Gallup (Chairman) 
Maj* J* 0* Hunnicutt 
Mr* Wiseman 
Mr* James Ruttenberg 
Mr* A* Q. Sawallisch 
Mr* P* M* Southwell 
l^f George Rudigier 



27 April 1955 



MEMORANDUM FOR: CHAIRMAN, ASPR COMMITTEE 

SUBJECT: Case 53-44 - Depreciation Cost Interpretation for 
Inclusion in Part 6, Section X7, ASPR 



lo Reference is made to the memorandum for the Chairman, ASPR 
Committee, dated 24 March 1955^ subject as above, in which the Editing 
Committee presented an edited proposed ASPR 15-602. This was discussed 
at the ASPR Committee meeting on 5 April 1955^ and returned to the 
Editing Committee for further revision, as indicated in the minutes of 
that meeting • 

2. The Editing Committee has reviewed proposed ASPR 15-602 in the 
li£^t of the mentioned minutes, and recommends only that ASPR 15-602.1 
be revised to read as follows: 

15-602.1 - Applicability and Effective Ifate ^ This cost inter- 
pretation pertains to ASPR 15-204(d), 15-205(b), and 15-205(^), 
with regard to contracts executed on or after the date of its 
issuance 0 It shall also apply to existing contracts in those 
cases where such interpretation was (i) specially provided for 
in the contract or in the record of contract negotiations, or 
(ii) in the absence of specific agreement, urtiere the parties have 
reserved final resolution of the question of cost allowance in 
regard to depreciation pending the issuance of an interpretation 
by the Departments with respect to the applicability of Section 
167 of the Internal Revenue Code of 1954* 

3- The Editing Committee has considered other suggestions con- 
tained in the minutes, but does not feel that the proposed ASPR 15-602 
should be further revised to quote or paraphrase the statute, or to 
make reference to "assets" involved* 



MEMO FOR: AoPR COMMITTEE 
SUBJECT: Case 53-4ii*o« 



27 Apr 55 



The Navy Member presented to the Editing Committee, for 
consideration, a memorandam to him, (Tab 1), recommending further 
change to ASPR 15-602.2, as set forth in Inclosure 1 to mentioned 
memorandum from" the Editing Committee, dated 2U March 1955* The 
Editing Committee feels that this proposal should be considered by 
the ASPR Committee, and, therefore has taken no affirmative action 
on the recommendation. 



MAURICE LETIN 
LtV Colonel, J AGO 
Army Member 
Chairman 



1 Incl 
(Tab 1) 



GEOEGE W, MARKET, JR. 
Navy Member 

miTAMUJNVES 
Air Force Member 



2 



M18/RKM:dmc 
. 6 April 1955 

wmTnttAWTIIM FOR MR. GE QRrTE W. MAHKEI. JR. 

Subjs Case 53-4^ - Depreciation Cost Interpretation for Inclasion in 
Part 6, Section XV, ASPR 

1. In accordance with our conversation today and as requested by you, 

I would offer the following suggestion for inclusion in the Editing Sub- 
committee's draft regarding subject case to be added to your last sentence 
in paragraph 15-602.2: 

"Allowances for "true depreciation" as that term is 
defined in DOD Instruction A105.34, 1 July 1954, shall 
be in accordance with said Instruction.* 

Change period to conma and follow with: 

and apDlied on a straight line method, for both 

the emergency and the post emergency periods, as those 

periods are defined in the Instruction. 

2. In other words, it is felt that since "true depreciation" in most cases 
allows some accelerated depreciation, it is not felt that the contractor . 
should have a further acceleration factor because of the application of 
the new allowable "tax methods" of depreciation. As stated to you in 
todav's conversation this device has already been attempted unsuccessfully 
by one contractor who has been given a determination of true depreciation 
by the Navy Emergency Facilities Depreciation Board. 

Very respectfully. 



R. K. MAAS 
LCDR. , SC, USN 
Member, Navy Emergency 

Facilities Depreciation 

Board 

Copy toj 

Ur. G. C. Bannerman 



2k March 1955 



MEMORANDUM FOR: CHAIRMAN, ASPR COMMITTEE 

SUBJECT: Case 53-"Ui - Depreciation Cost Interpretation for Inclusion 
in Part 6, Section XV, ASPR 



1. Reference is made to paragraph h of the minutes of the ASPR 
Committee meeting of 15 March 1955. 

2. In the light of the discussion at that meeting, the Editing 
Subconmiittee has prepared the attached draft of ASPR 15-602 (Incl 1; 
(i) to make clear that the issuance of this regulation effective 
from the date of publication was not intended to alter in any way 
any like interpretations that have been followed in the past with 
respect to contra cts. (ii) to include reference to "true depreciation" 
and (iii) to delete the quotation of the text of Section 16? of the 
Internal Revenue Code of 195U. 

3. With reference to proposed ASPR 15-602.1 your Subcommittee 
considered the desirability of clarifying the effect of this inter- 
pretation on past or current contracts by an appropriate note 
accompanying the issuance of this regulation or through language 

to be included in 15-602. lo The latter was considered the more 
practicable method. Such notice, if inserted in a note, might 
readily be overlooked. 

U. loiir Subcommittee has considered the desirability of 
including the text of Section 16? of the Internal Revenue Code 
of 195U. It is felt that the inclusion of the text alone would 
be incomplete unless there were also included the regulations 
issued by the Internal Revenue Service. . . It was not felt by your 
Subcommittee that there was any need for encumbering the ASPR with 
such matter. Those charged with the responsibility of evaluating 
depreciation must necessarily acquaint themselves with all necessary 
material on the subject and consult with appropriate personnel. 

5. All of the undersigned concur. 



MAURICE LEVIN 
Lt. Colonel, JAGC 
Army Member - Chairman 

GEORGE W. MARKEY, Jr. 
Navy Member 

WILLIAM MUNVES 
Air Force Member 



1 Incl 

Draft of ASPR 15-602 



15-602 - Depreciation ^ 

15-602.1 - Applicability and Effective Date , This cost inter- 
pretation pertains to ASPR l5-20ii(d), 15-205 (b), and l5-205(o), and 
is effective from the date of its issuance; provided that, where 
this cost interpretation has been and is being followed, the statement 
herein of an effective date is not intended to affect such inter- 
pretation, 

15-602 o 2 - Allowances for Depreciation . Allowances for 
depreciation (other than "true depreciation") as provided in 
Section 16? of the Internal Revenue Code of 195U, subject to the 
limitations set forth in paragraph 15-602.3, shall be acceptable 
for contract costing purposes. Allowances for "true depreciation" 
as that term is defined in DOD Instruction Ul05c3U, 1 July 195U, 
shall be in accordance with said Instructione 

15-602.3 - Interpretation o Depreciation computed in accordance 
with paragraph 15-602.2 above is allowable provided it meets the 
test of reasonableness and allocability to defense contracts and 
other applicable provisions of this Section. Meeting these tests 
may depend upon whether (i) the depreciation allowance in the 
particular case is acceptable for tax purposes, and (ii) the 
costing of defense contracts is on a basis consistent with the 
costing of the contractor's non-defense work and is so reflected 
in its books and records. 



0:?VICK 0? THE A'^SIST^.NT SICREIARY OF DSFSKSE 



Supply anct Logistics 




11 Inarch 1955 



IO-I0RA®UM FOR TE^ CIiAIRIIfi.N, ASPR COi^iETTlllS 

SUBJECT: Depreciation- Cost Interpretation for Inclusion in Part 6. 
Section XV, ASPR. 



1* In accordance v/ith instructions contained in item 1 of the minutes 
01 the ASPR Comr.iittee meeting of 3A/55 this Subcomnittee met on 3/10/55 
for the purpose of developing a cost interpretation to provide guidance with 
respect to depreciation pursuant to Section 167(b), as limited by Section 
lo7(c) of the Internal Revenue Code of 1951^. 

2^ Attached hereto is a proposed cost interpretation unanimously 
recomraended by the Subcommittee for inclusion in Part 6. Section XV of the 
ASPR. 

3. In the development of tills proposal it was the opinion of the Sub- 
committee that the full te:ct of Section 16? of the Internal i^evenue. Code of 
195ii should be included for two reasons, (i) to avoic^. problems which might 
arise from paraphrasing or excerpting the provisions thereof, and (ii) to 
assure that the information contained therein was readily accessible to all 
procurement and audit persoimel throughout the Department of Defense. 



Lt. Col. J* E. Ellis 

Ifej. S. Baird 

tisj. 0. Hunnicutt, Jr^ 

R. Ilee 

A. C, Sawallisch 

J. T, Regardie 

P* J, Wedel 

J# Lenahan 



Attachment 



15-602 Depreciation 

l5-602a Applicabilit7 an^. Effective Date. This cost interpretation pertains 
to paragraphs l5-20l:.(d), 1^-205 (b), and l5-205(o) and is effective from tiie 
date ox its issuance. 

l<-602.2 Allo:7ances for Depreciation. Allorrances for deprecia.tion as pro- " 
•Tided in Section lo? of the Internal ^evenoje Code of 19514" (quoted beloij), 
subject to the lii-iitations set forth iii pc-ragraph 15-502.3, sliall be acceptable 
xor contract costing" purposes. 

'♦Section 16 7. Depreciation. 

(a) General Rule.— xhere sii^.U be allorred as a oepreciation deduction a 
reasonable allo-rr.nce for the e:d:iaustion, ijear and tear (inclucTin^ a reasonable 
aiiOT.Tnce for obsolescence) — 

(1) of property used in the trade or business, or 

(2) of property Iield for the production of income. 

(b) Use of Certain I.ethods and Rates. —For ta::able years enc'inr aftar 
December 31^ 1?53, the tern **re?.sonable alloTjrnce" as used in subsection (a) 
sliall include (bvX sli^.ll not be lii-.iited to) an allou^nce conputed in accordance 
with re^r.-vaations prescribed by the Secretarjr or his delegate, under any of the 
folloi-rinr riethods: 

(1) the straif-ht line method ^ 

(2) the declinin:: balsnce liiethod, usin.:* a rrte not e::ceedin': t-.-ice 
the rate ixhich T/ould iiave been used liad the annual alioijr.nce be on com- 
puted under the method described in para::raph (1)^ 

(3) the suiii of the years-digits method, and 

^ (it) any other consistent methoc productive of an annual alloirance 
J which, uhen 5.d6.e& to all alloTjances for the period comraencing i;ith the 
"\ ta::pa:.'er «s use of the property and including the ta:;sble yeaTj does not;, 
y durinr^ti-ie first tT70-t birds of tl^e useful life of the prope:rty, exceed 
/ the total of such alloirances Tjhich uould liave been used ha.d such ai- 
\^ loxvances been computed xind.er the r.jethod described in paragraph (2). 

Ilothinj, in this subsection shall be construed to IL^^iit or reduce an alloTjance 
othen;ise alloirable under su:3section(r.). 

(c) Limitations on Use of Certain llethoc-s and Rates.— Paragraphs (2), 
(3)> anc\ (l.!.) of subsection (b) sliall apply only in the case of property 
(other than intai\^lble property) described in subsection (a) with a useful 
life of 3 r/ears or more— - 

(1) the construction, reconstruction, or erection of uhich is 
completed after December 31 1 ir53, and then only to that portion of 
the basis which is properly attributable to such construction, recon- 
struction, or erection after December 31, 1^53, or 

(2) acquired after December 31^ lf53> if the ori-inal use of svich 
property commonces Tjith the ta:r;)a;'er arjd cor-iiiiences after such date. 



(c.) Agreer»nt as to Usefva Life on :?hich Depreciation Rate is Based.— 
IJhere, under regulations prescribed by the Secretary or his delegate, the 
taxpayer and the Secretary or his delegate have, after the date of enactment 
of this title, entered into an agreement in siting specifically dealing 
with the usefta life and rate of depreciation of any property, the rate so 
agreed upon siiall be binding on both the ta;cpayer and the Secretary in the 
ebsonce of facts or circumstances not taken into consideration in the adoption 
of such agreewent. The responsibility of establishing the e::istence of such 
facts and circui'istancQs sliall rest irith the party initiating the modification. 
Any change in tlie agreed rate and useful life specified in the agreer,Bnt 
shall not be effective for taxable years before the ta;able year in uhich 
notice in vn-iting by registered mail is served by the party to the agreement 
initiating such cliange, 

(e) Chenge in ifethod.— In the absence of an agreement under subsection 
(d; coiTtaining a provision to the contrary, a taxpayer may at any time elect 
in accordance with regulations prescribed by the iiecretary or his delegate 
to change frora the method of depreciation described in subsection (b) (2) to 
the method described in subsection (b) (1), 

(f) Basis for Depreciation.— The basis on which exliaustion, wear and 
tear, and obsolescence are to be allotrec" in respect of axiy property siiall be 
the adjusted basis pro\'-idod in section 1011 (Adjusted Basis for Detejriining 
Gain or Loss) for the purpose of •.deteriaining the gain on the sale or other fis- 
position of such property,. * x uxo 

(g) Life Tenants and Beneficiaries of Trusts and Estates,— In the case 
of property held by one person for life rrith rema.irider to another person, the 
deduction shall be computed as if the life tenant were the absolute ormor of 
the prqoerty and slisll be allouad to the life. tenant. In the case of property 
hold in trv.st, the alloTiable deduction shiall be apportioned beti/een the in- 
come beneficia-ries and the trustee in accordance with the pertinent provisions 
of the insts-uinent erecting the trust, or, in the absonce of such provisions, 
on the bc.sis of the trust income allocable to each. In the case of an estate, 
the alloTOble deduction shall be apportioned botwoen the estate and tliC heirs, 
legatees, and. devisees on the basis of the income of tha estate allocable to 
OEcn, 

(h) Depreciation of inprovomenfcs in the Case of Ilines, Etc.— 

For additional rule applicable to depreciation of improvomcnts in 
the case of mines, oil and gas wells, other natural deposits, and tL-t>er, 
see section 611 (Alloiranca of Deduction for Depletion), 



15-602,3 Interpretation. Depreciation computed in accordance with paragraph 
l$-602,2 above is allowable provided it meets the test of reasonableness "'and 
allocabality to defense contracts and other applicable provisions of this 
Section. Meeting those tests jnay depend upon whether (i) the depreciation 
allowance^in the particular case is acceptable forts:: purposes, and (ii) the 
costing of cofcnse contracts is on a basis consistent with the costing of the 
contra ctorfe non-dofenso work and is so reflected in its books and records. 
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OTFll 07 T:-2 ASSISTANT Si:CICTARI OF I SKSIS 
Washington 25, D. C. 

Supply and Logistics . • 15. December I951i 

10ICR:UDUIi KiR TH3 CIAIK3LN, A3PR 00i#IITTE3 

S;C3J,ZC?: Case S3-hh Revision of Section XV Cost Principles. 

.. i« In sccordsnce with Item 5 of the liiinutes of the ASPR Conimittee meet- 
ings of 11/30/51;, 12/2/5U and 12/6/51i, together with verbal instructions and 
guidance provided at these meetings, this Subcommittee met on 12/11/51; and 
12/iv5ii for the purpose of reconsidering and revising certain paragraphs of 
the 15 November 1951; draft as follovxs: 

15-20ii>6 (c) Delete subparagraph as written and substitute the foil orbing 
tlierefor: ''The cost of options to purcliase stock of the contractor 
corporation granted to employees as part of their compensation may be allo- 
cated to Government contracts within the following limitations: 

(i) The cost of stock options to the grantor corporation is the 
eiccess, if anj", of the fair^ market value of the stock over the option, price 
on the. date the option is granted to a specific individual and shall not e:c- 
ceed 155 of the fair market value on such date. 

(ii) Costs to be recognized lall be only those resulting when 
options are exercised by the employee. 

(iii) For allowance purposes, the cost of options exercised vjill be 
amortized equally over a period of not less than 5 years ffom the date option 
was e>:ercised." . 

(iv) The cost will be allocated to all work of the contractor, in- 
cluding Government contracts." 

15*20li.6 (d) 2. Delete second -sentence; statement to be made the subject of 
nav subparagraph 15-201.6 (g) below. 

15-20li.6 (e) 1. At end of sentence add cross-reference, "and g below". 

l5-20lt.6 (e) 2. In first sentence. after words "under. svibpara graph. d"; add 
crossrroference "and g belovr", . . 



l5-20lt.6 (f) In second sentence after words "under paragraph d above", add 
cross-reference "and g below". 
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V ((?) If nntoricls cr^ issued fron stock, ary generally rocognizud 

) ncthod of pricing such nDtjrir.ls vrill be acccptcblc, provided the laothod is 

consistently applied rnd tho rusults obtained arc equitable. IJherc materials 
in stock at the conmuncencnt date of the contract arc stibjcct to Government 
matorirl controls and have a provable replacvaacnt cost significantly higher 
thrn book cost, the contractor and the Government may, by contract provision, 
agroo iipon tho use of a method of pricing based upon tho fair value of the 
naturirls as of tho drtc of the contract, but not in excess of replacement 
cost on such date. Such agreement shouDd include identification of the types 
or kinds of materials involved and should be made at the time the contract 
is entered into and provided for therein. 

(o) Roas enable charges arising from differences bctvicen periodic 
physical inventory quantities and related material control records will bo 
included in arriving at the cost of materials, provided that such charges 
vi) do not include "vjrite-downs" of values, and (ii) relate to tho period of 
perfori;icncc of the contract. All credits arising from differences between 
periodic physicrl inventory quantities and related material control records 
shall bo taken into account. 

(f) Ordinarily, sales or transfers of ma.terir.ls and. supplies between 
plrnts, divisions, or organizations, under a comraon control, shall be stated 
on the bnsis of cost to the transferor. A departure from this cost basis is 
perrassable provided that the price charged to the contract does not exceed 
the lowor of (i) the transferors sales price to its most favored customer 
for the s?iiie item in like quantity, or (ii) the prices of other supplies for 
tile sr.ne or substantially similar items." 



Lt. Col. J. ii. Railing 

Lt. Col. J. 2. ;aiis 

?. ii. Southwell 

J. T, Regardio 

A. C, SaTjallisch 

K. M, Koe 

J. F, Lenahan 

H. H. Gallup 
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lEUORAllDUIi im TIE CflAIRIAN, ASPR CCiMITT^ 
S.UBJ:XT! Case 53-lt4, Aevicion of Section liV 

1. Attached for consideration of the nienibers is a copy of the latest 
dreft of i-art 2, Section IZV, vhich i^s been revised in the light of the co,.nents 
received fron tlu. v^riou3 activities in the ililitary Departrnents a:K?- the policy 
.niidancc ostablishod by ypur Connittoe on 26 Octobor 195U. 

For the purposes of the record, the history of this project is set 



2. 

forth below 



DAK in 195U STATUS 

c TPGhY-ua-^ Project assigned to Subcomnitteo. 

8 SrcS^ l^Neil-Webstlr Af;recr«nt on cost principles. 

22 Draft submitted to ililitary Jopartmnts for 

coiMx-nt by 1 August. ^ 
2b flupust SubcomittoG cominensed to c°^sioer conn^ts. 

26. October Policy guidance on t.«> issues frxven by ASPR. 

The Subco.n..itteo has been devotin, two full days a veek to this effort since 
27 April 1?5U, er.ccpt for a vrcation recess of one month. 

^ 3. Tho Subcomndttee vishos to point out tl^.t the attached effort repre- 
s.nts a approach to cost principles and numerous ideas wore discussed at 
icnfrth prior to Subcommittee agreement on th3 manner in vhich tho various 

principles should bo stated. 

U. with rospoct to tho future «tivitios of thi= Suboorndttcc. further 
rn^Wrnco i. roouestod froo the ASPR Co,»dttee. e„„sWer,ble »ort h=s been 
3Coo,«U.hed. on revising Part 1 of Section W. but the effort has not been 
conploted Since the Subco^ittee does not kn»» «--t part, are to be includod 
in the Section ^. It should be pointed out t..t there are several state- 
n,.nts in the attach»nt »hich provide that the cost U not allm^ble unless 
soerltically provided for in the contract. 'Ihile some effort has been ex- 
pended in preparing guidelines as to when t,-.^se costs aay be allo,«ble and 
.revved for in the contract, it i. the consensus that additional «orl= should 
net be done on these guidelines until Part 2 Is accepted. 



1. 




MEMORANDUM FOR THE CHAIBMAK, ASPR COMMITTEE 



FROM: Director of Proctirement & Production Policies 

SUBJECT: Agreement Reached by Panel of Department of Defense and 
Service Representatives in Mr* Mdleil^s Office j 1600 • 
1700, 1 March 19Sh 



!• The memorandum submitted hj Mr* Webster was accepted in 
principle* These principles are as follows: 

a. There will be included in the revision of Section 3CV, 
relating to cost-type contracts, a definite statement that the in- 
structions covering ••cost principles" for \xse in connection with 
cost-type contracts are not applicable to fixed-price type contracts* 

b* In connection with fixed-price contracting, including 
redeterminable prices or incentive prices, the analysis and inter- 
pretation of costs shall avoid the use of such teitns as "allowable" 
and "unallowable"* 

c* Any instructions to negotiators as to how to deal with 
cost data or as to the considerations to be examined in connection 
with negotiating fixed prices should not be in a publication which is 
available to contractors* 

d* There should be furnished to industry guidance as to 
reporting of costs* 

2# In addition, the following principle was agreed to: 

a* Under fixed-price contracts, auditors perform a 
service function, which is primarily to explain the nature and con- 
tent of the varioiLS elements of cost submitted by the contractor* 

3* It was agreed to proceed as follows: 

a* The ASPR sub-committee will esqpedite revision of Section 
IV for submission to the ASPR Committee* The revision will pertain 
solely to cost-type contracts and will substantially expand the cost 
interpretations * 



b. The Office of the Assistant Secretary of Defense 
(Comptroller) will prepare a document relating to the reporting and 
analysis of costs on fixed-price type contracts • Decision as to 
whether this document will be Incorporated In an Audit Manual or in 
ASPR as a new Section or a sub-division of Section XV will be post- 
poned until the various projects mentioned above are completed* 

c. The cost principles in draft documents heretofore pre- 
pared by Mr* Bordner and by the ASPR sub-committee will be reviewed 
in the above drafting. 



e. The above drafts will be submitted to the panel of 
Department of Defense and Service representatives for review and for 
the following decisions: 

(1) Will ASPR include a Section or Sub-section on the 
reporting of cost data for fixed-price type contracts or will this 
material be included in a revised Audit Manual? 



(3) What vehicle is to be used to furnish information 

to contractors? 



d. !Biis work to be undertaken concurrently with a 
sufficient interchange of ideas to incorporate all basic principles* 



(2) 



Action to be taken on Joint Letter #12? 




^F. W/ HESSER 
Rear Admiral SC USN 



FOR 



VfAREEN \vebs::er, jr. 



DiRECTor. Oi*- F:;ccur.::.:r:ii 
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MEMGi-LrtiNroUM FOR CHAIHI^AIn!, ASPil COMMITTEE 
SUBJECT: Case Revision of Section X7 



!• Attached is the Subcommittee draft of a revised Pai*t 2 of Section 
XV • directed, in making this revision, all existing departmental papers 
having a bearing on this subject were considered. Part 2 has been revised 
to amplify the treatment of certain items of cost in the present Section 
XV, to assist in- uniform departmental implementation, and to include 
coverage of additional items of cost incurred by Contractors • In this 
revision, each item of cost contains a definition, a statement as to the 
extent of allowability, unallowability, and whether provision must be made 
in the contract to make the item allowable. 

2# Two issues have been raised in the development of Part 2 as follows: 

(a) The Arny Subcommittee members do not concur in paragraph 
15-20u*U6(c) on education of individuals, but are willing for comments to 
be obtained on the present text* 

(b) Should profit-sharing plans and stock -bonus plans be an un- 
allowable item of cost as provided in paragraph. 15-20U.7 and by definition 
in 15-20U«29 ? The Army and Air Force Subcommittee members believe that 
they should not be allowed and the paragraphs reflect their view. The 
Wavy submits that they should be allowable • The two arguments on this 
question are also attached hereto* 

3# "Mhile the SubcoiTunittee members have developed the individual 
paragraphs of the Part, time has not permitted review of the draft as a 
whole in order to reconcile any possible inconsistencies* 

ii. The Subcommittee is now proceeding with the redrafting of Part 
1# In addition, it is developing criteria or guide lines for use of con- 
tracting personnel which will set forth the limitation of and conditions 
under which those costs may be allowed which are not allowable unless 
specifically provided for in the contract in accordance with Part 2* 
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P^d or acc..^.c tr. tot ycr to th. individuals conccrnei 

plo.^ arr b...d or. p:^fits.' since t, definition (oS 
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CU) contributions to p«,fit-3harin, plana fbr employees 
A diettibuticn of een^ings however accoM,lished cannoi In 
equity bs cor^idered as a cost cf perfondn,; a contract. 

bo under co3t.reirJDvrsev.ent type cnntracte, the fixed 
fee negotiated is intended to represent .he contractor's 
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entire profit. Tc allov; conlribuUcnr- to profxt^si-.arxr^ 
plans Yei=«-.ursablo costs is. in effect, giving the con- 
tractor an extra j-rofit ^rein equal in amount to his con- 
tri3Ut-.:> t^ the plan- If tiK- cor.tractor it, in fact, 
.ntiU.. Hl:h.r n.ar,i.s or prcfit, it should bo throv^- 
iu=:-3u.c in fixed fee ratb.r th.n und.r the disguise of 
•'costs''* 

= . vatn renard tc horns oUns th3 ^.rn>' and Air /orce 

ret,:.-e'..ntat.v.s con^ic.r that such ooaus planr constitute a dis- 
tribution of ovnershiv or profit, sh.rec dlrecUy or indirectly 
c... the ether o^.'ners of the busiru^^s. The cost of this distri- 
bution of ova^rship or profit, is not . cost cf production and 
therefore shculC not t<: ellc^ea. 

6. in esserxo, .te issue in it* si-.?Ust ler,-.s is -iKtbcr 
pt.v.era, to enploy»a, trog.rdl.s. of th..r lorm. S'^h 
D,:....c., .tccv. berusee, de£.rr,d c<»f.n»att=r. or retire,«er.t 
trust., .ic. e,x regardless cf the ti.*, conditions or .eU>cc 
or pa-trTt) which ,re contingent ufcr. profits, present or f.t>»e, 
..cuic t<. e,.luiec tro. rilovable ccr.tr..t co= ts. howe«r con..nd. 
able or desirable the p^5-nts «y te fro. the standpoint of effl- 
oiencv or c«-.er Ksiness purpose. In ooncl.s.on our flrn position 
IS that su=r, P.in=..nts shoUd not bo recognized as allowable costs. 

Alll FORCE 
A E M I A X .1 * 

* A»orv.v Lt. Colo H. T. Critchlcw, AFMPS 

Ro M. Kee, Army Audit Agency 

. , T V P'-il^n^ G'' G-L '^t. Colo J. E. aiis, Jr, AFAUD 

Lt.. Ccl» Jo Ko Railing .» u-i* 
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NAVY POSITION 



Issue relative to whether Part 2, Section XV, ASPR shall include provision 
for allowability of costs of profit-sharing retirement plans. 



!• An issue has been raised by the conferees of the subcommittee as to 
w-icther or not profit-sharing retirement plans shall be considered an 
allowable item of cost* Paragraph l5^601»2(f ) of Part 6, Section XV states: 

'r/here contributions to pension or retirement pj.ans are 
based cn profits, providing that provisions of the Internal 
nevenue Code and regulations of the Bureau of Internal 
Revenue have been met, the amount allowable for apportionment 
to contracts in any one year shall be the amount contributed 
to the pension trust(s) for that year but not to exceed 15 
per cent of the total compensation otherwise paid or accrued 
in that year to the individuals concerned under the plan(s)#" 

The Navy representatives see no reason for departing from the basic 
principle herein involved, that costs of profit-sharing retirement plans 
(subject to the restrictions embodied in Part 6, Section XV) are allowable* 
The Array and Air Force conferees are of other opinions. 

2. The practical question faced by many businessmen is not whether to 
provide for the payment of retirement income to employees, but how to 
provide for it. A groining number of companies now realize that a 
deferred-distribution profit-sharing trust is an excellent way of 
financing retirement income for their employees. Unlike a formal pension 
plan which provides for fixed contributions year-in and year-out, profits 
or no profits, a profit-sharing plan provides for contributions when a 
company's earnings, if any, warrant such contributions. The plans pro- 
vidin^i for those contributions are subject to review and approval by the 
Internal xtevenue Service prior to acceptance by the i^lilitary Departments, 
and arc hedged with restrictions and limitations. The contributions under 
such plans are: 

(a) Paid into a trust 

(b) Irrevocable 

(c) Subject to qualifications and limitations of the agreement 
and the plans setting up the trust 

(d) For the exclusive benefit of the employees and of their 
beneficiaries 

(e) For the purpose of providing retirement income to their 
employees at a stated age, or at death or after termination 
of services or disability. 

3» The issue here resolves itself around the term "profit-sharing". The 
Navy representatives are of the view that although this is a part of the 
terminology used, the fact remains that the contributions for the purposes 



are no different in principle from contributions made for similar fringe 
benefits, such as pension costs. Almost 30,. of the approximately 365 plans 
in the category of pension and profit-sharing retirement plans submitted 
to the Internal Kevenue Service for the fiscal year ended 30 June 1953 
were of a profit-sharing nature and the percentage is steadily increasing* 
iNiot to recognize the fact that profit-sharing is becoming an integral part 
of industrial operations is to overlook an important phase of industrial 
costs of operations • 

^ The Wavy conferees consider that a profit-^sharing contribution is one 
which is measured or determined by the amount of a contractor's earningst 
It is true that if there are no earnings, no contributions are made. 
Kouever, it is considered by some that this is no different in principle 
from prci^^ction workers piece-rate compensation and bonuses, or commissions 
paid to s£*lesmcn and others. 

5. It should be pointed out that the contributions are irrevocably made 
to a trust fund and that the employees do not participate in the benefits 
(except as may be provided for in the plan at termination of service, 
disability or death) until the employees reach retirement age. One of 
the several requirements (all of which must be satisfied prior to approval 
of a plan by the Internal Revenue Service) is that the sole purpose of the 
trust is to provide benefits for the employees and their beneficiaries and 
that no part of the trust can revert to the employer. 

6. A contribution to a profit-sharing trust is in the nature of compensa- 
tion for personal services rendered by the covered employees and represents 
a necessary and ordinary business expense. Consequently it is provided that 
before a contractor may deduct contributions to a profit-sharing retirement 
plan, the requirements of the Internal hevenue Code as to reasonableness 

of compensation must be met. 

7. To the extent that a contractor provides for reasonable fringe benefits, 
such as retirement, by one method or another, whether as a cost before 
determination of profits (as in the case of contributions under a pension 
trust) or after determination of profits appears to be immaterial provided 
the cost is reasonable and is in accord with the concept of a cost of doing 
business and other factors to be considered in determining allowability of 
costs. The mechanics of the method of computing the cost should not be 

the controlling criteria as to its allowability. The broader question 
to be considered is whether it is a necessary and ordinary business expense, 
which from a competitive standpoint other contractors provide for by 
different methods and yaaxisticks. 

8. It is submitted that no business man will take the position that costs 
of profit-sharing retirement plans are not legitimate fringe benefits and 
consequently will provide for them in his costs of doing business. 

9. i'Jhile the above comments apply specifically to profit-sharing retirement 
plans, they also apply in principle to profit-sharing plans in general azid" 
stock bonus plans. 
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SECTION IV SUBCQtfiaTTEE 

15-200 SCOPE OP PART . This part sets forth principles and standards for the 
determination and allowance of costs in connection with cost-reiinbursement type 
contracts and cbst-reirabursement type subcontracts thereunder for procurement 
of supplies, services, and research and development w arte with commercial organi- 
zations and with non-prbif it institutions hjaving commercial type accounting 
systems^ 

15-201 BASIC PRINCIPLES AMD STANBARDS t ' ' 

• ■ ■ .■ , 

(a) Composition of Total C^st . The total cost of a cost-reimbursement 
type contract is the net sum of (i) the allowable direct costs, (ii) the pro- 
perly allocable portion, of allowable indirect costs and (iii) applicable income 
and other credits. ■ ' ' ^ 

(b) Factors effecting Allowability'^ of Costs > The factors to be con- 
sidered in determining the allowability of costs include (i) reasonableness, 

(ii) application of generally accepted accounting principles and practices, 

(iii) exercise of good business judgment in incurrence of cost, (iv) signifi- 
cant deviations from the practices of the contractor prior to the award of the 
contract, and (v) any limitations as to types or amounts of cost items set 
forth in this Part 2 of Section X7 or otherwise included in the contract. 
Failure to mention any item of cost in this part is not intended to imply that 
it is either allowable or not allowable. 

(c) Credits. The applicable portion of income and other credits which 
are related to any allowed cost will be credited to the Government either as 

a reduction in contract cost or by a cash refund, as appropriate. 
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(d) Contractor's Accounting Systenu The requirements concerning record 
, keeping and approval of the contractor* s accotinting.:prQcedur4a and practices 
are set forth in the "iiecords Clause'' ,(5ee .ASPR ,7-203«7)i ' ' 

l$-202 DIRECT COSTS . Subject to the provisions of paragraph 15-201, allowable 
direct costs are those items of cost^ or aggregate thereof , which can be iden- 
tified specifically with any objective/ servicei program or projec;t, under the 
contract and are chargeable directly thereto* Major items of cost readily 
identifiable with the contract or with other .woric of > the^contractbr should be 
charged directly thereto* This principle . may -of ten be . applicable to such 
elements of expense' as freight, travel, cpinmwii:Cations, engineering services, 
etc., as well as the normal items of materials and prckiuctive labor • Hoi'/ever, 
this- principle must be applied consistently to the costing of both defense and 
non-defense products or services, when the contractor ig. engaged in mixed 
production, in order to produco equitable results* I'flien the accounting expense 
of direct costing of minor items would exceed the resulting benefits, indivi- 
dual items, othen-i/ise allowable as direct costs, may be treated as indirect 
expenses* 

15-202 tl DIRECT MATERIALS. * The cost of direct materials includes the .codt of 
items purchased, supplied, manufactured or fabricated, which enter directly • 
into the end product or which are used or consumed directly in connection with 
furnishing such product* 

1S'*202*2 DIRECT LABOR * The cost of direct labor includes salaries and wages 
specifically identifiable with and properly chargeable directly to the per- 
formance of the 'contract or other work of the contractor* It may also include 



other, associated costs such as payroll taxes and workmen* s compensation insur- 
ance, where- it is the established practice of the cbntractbr to treat these 
items as a part of direct labor costs* 

15-202 >3 OTHtai DIRECT COSTS , /fhere other items pf cost are charged directly 
to the contract consistent with paragraph 15*202 above, the contractor must 
demonstrate that .they are specifically related' to - the performance of the con- 
tract. When,, however, items ordinarily chargeable as indirect . costs are 
chari^ed to a Government contract as direct costs, the cost of similar items 
applicable to other work of the contractor must be* eliminated from indirect 
costs allocated to the contract. 
15-203 INDIRECT COSTS . 

(a) Indirect costs are expenses which are incurred for common or. joint 
objectives, . are accumulated for accounting purposes by departmental activity 
or. other logical cost grouping and are charged to the contract and other work 
of the contractor by a process of allocation. £ac1i element thereof is. subject 
to the limitations of this part as to allowability* 

(b) No specific rules can be stated as to the method of allocation of 
indirect costs because the actual condition in eiach instance must be taken into 
account in determining the most suita:ble method or methods » The objective 
should be the selection of a method or methods which will distribute the in~ 
direct costs in the fairest tod most equitable manner possible • The method ' 
used in connection with Government contracts must, in order to be acceptable, 
conform with generally accepted accounting practices, be applied consistently, 
and produce equitable results • Any significant change, such as in the natul*e 
of the business, the volume of sales, the volume of production, manufacturing 
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of the operation of cafeterias, dirdng rooms, canteens, lunch wcgons or other 
type of food services, provided for the contractor's employees at their reg^al.r 
duty station. Such net costs are allowable when the services are rcesoncbly 
required by the ncture of the contrector's operations, plant location, established 
policies, or employer-employee agreement. 3uch net costs must be allocated to 
all contractor activities which benefit from the food service operation. Similarly 
any profit on these operations shell be allocated as a credit to all benefitted 
activities including Government contracts. 

15-20U.6 CIVIL DSFEHSE . Oivil defense costs are those incurred in the plan- 
ning fer and the protection of life and property against the possible effects 
of enemy attack. These costs are generally incurred pursuant to plans deve- 
loped by local and state civil defense authorities. Examples of civil defense 
costs include cost in excess of normal plant protection expenses end mry con- 
sist of first-aid training and supplies, fire fighting training end equipment, 
posting of additional exit notices and directions and other approved civil 
defense measures. Rersoncble costs of civil defense measures undertcken on 
the contractor's premises pursurnt to suggestions or requirements of civil 
defense authorities are allowci)le when allocated to all work of the contractor. 
In the case of capital assets, acquired for civil defense purj-oses the costs 
thereof will be depreciated over a reasonable number of years in conf oxmty 
with gen.rally accepted accounting principles. Contributions to local civil 
defense funds or projects not on the ootlfcr^ctor' s premises «rc iH»llW«blc. 

15-20U.7 CQMPENSATIOM FOR PERSON AL S5HVICES. 

a. This Item includes solericS, ftvgcs, doferrod compensation fhd 
fringe boncfits tot soPvioeS rendor^^d to tfeo cOn^J-fotol* 1^ oinplGyees well 
as fees paid to directors end committee members. 
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Subject to specific limitations set forth hereunder, such costs arc cllowcblc 
wh;.n the total compensation is reasonable in light of the services rendered. 

b. Gon-rally, the amount of compensation established by the contrcctor 
will bo considered conmcnsuratc with the scnrices rendered. Kowcv.r, 
compensation of individuals such as corporate officials, directors, executives, 
department heads, partners and sole .proprietors mcgr be aabjoct- to- spccicl 
consideration cud limitation, rs to cl^owcbility for contract cost purposes 
where cmounts appear excessive. Some .situations which may givo 'rise to 
excessive compensation are where- (i) . the individucl: or member of his immcdirt. 
fcmily owns or is committed to accjuirc-^ sub stcntirl' financial interest in 
the contractor's orgrnization; or (ii) ownership of ■ the- contrcctor is limited 
to a small cohesive groupj or ..(iii). the. volume of- -Government contracts when 
related to the contractor's, total business is such as to influence th. amount 
of compensation, 

c. The cost of options to purchase stock of the contractor corporation 
granted to employees as a part. of compensation is not allox/rble. 

d. Special consideration will be accorded the following types of 

compensation benefits j . •, 

(1) Bonus plans. Bonuses to e^iploycesj such as production 
incentives and suggestion or sc£ctj awards, represent c pert of their total 
compensation end arc dlowcble when appropriately aliocated, if they arei 
(i) reasonable. in amount, (ii) paid in Connection with an estcblished plcn 
consir^tently followed by the contractor, (iii) paid for services currently 
rendered by the employee, (iv) available to all employees of th. contrcctor, 
or to cll onployees within a group or salciy classification which is not 
unreasonably restrict-d, bonuses will not be allowed when they are 
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a^unt thereof ..o^ ^ .ep^^te:. identif lea in either event. When 

^ .He W ^or aistrihuucn of ove.heaa. Cost =. eve,ti« end ehift preMn^ 
„o nlXovable only to the e=ctent expressly provUed for In the eontract or ^ 
otherwise authorised hy the Goven»ent. See ^ la-lC for father information 
eoncornin. the poUcy re^ardin, such authorisation, .he a^nnt of overU. end 
Shift prcniu. cost charged on Govern^nt contracts shall he equitable in 
relation to the a^unt of such costs charged on non^vern^nt vo* t.ing 
concurrent., perfor^d in the contractor, plant and the factors which necessitate 
the incvirrance of the cost. 

05-204.28 EOT^S. ^eluded in this ite. are aU costs leading to the . 
^.usnce Of patents, as well as the cost of infringement investigation and 
Utigation. ^tisation of the cost of purchased patents owned ^ a contractor 
anplicahle to products or processes covered ^ a contract ere allowable wh.n 
.proved hy the contracting officer. The Cost of . research and develop^nt war. 
leading to patents is treated in subparagraph 15-204.37. These costs are 
^l„„able except for the cost of preparing re,uired disclosures ^ 

. ^ „t.h»r eanera in connection with the filing of a patent 
preparing assignment and other papers in c 

* f>,„..m.s for the use of patents where the 
application for the Goveramont. Oharges for tnc 

. *v,r. ^lirht to free use thereof are vmallowable. 
GoverniKnt has o. license or the right to iree 

15J04.29 »vH,? p« -JID R' T^™™' 

W A, used herein, a pension or retire»nt plan is a plan which is 

established end maintained ^ a contractor p.i-iV to provide sys^tically 
tar the -'-^^"itelv determinable benefi ts to his employees over a 

period Of ye..s. usually for life, after retirement. Such a plan may include 
disability, withdrawal, insurance » survivorship benefits incidental and directly 
Elated to the retirement benefits. I^tirement benefits generally arc meesured 
^. and based on. such factors as years of service end compensction received ^ 
the er^leyees. The determination of the ».ount of retirement benefits end 
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... — .^cc .3t h„c - . 
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. „..eh CU.U co.n..^ ^ ^ ^^^^ ^^^^^ „hc.e 

.ne.^ P ^ ^ ^ ^^^^ 

- XnternaX Revenue Service ^^^^^ ^^^^^^^ 

0 eontr.-ct costs wlU he vdthdr^m ^ ^ ^ 

other tK-^itoinpt orgrnisetions no 
atns of non-pro£xt or other t . . , it will be the rc- 

^ hv the Interna Revenue Service, it will 
.....wed end epproved b, the ^^^^ ^^^^^^^^ ^ 

^onsibllity of the Departooht to 

4.*^v.■?^^tv of such pl^ns# 
Z :r :;teeUe pension .d retlre^nt Plens. which .e 

, tcxablc inc»e Olowcblo except .s otherwise 
properly deducUble iron t^able ^^^^^^^ 
.termed — e under this per.rep • 0.. ^^^^^^^^^^ 

4.«v,H5hed by nonprofit or otn^-r ^ 
retirement plans established oy p ^^rcgrcph. 

. othorwise determined under thi^ P-r^g .. 
are also allowable except as oth.rwx 
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(d) Tension =»i rrtirc^nt costs consUtute a part of tto tot^l 
ccr^^etion by . contractor to the i»ilviduala covorod tb. plnn, uBd 
.ocordingly, .re subject to the provisions of this section «lth. respect to 
reesoncbleness of the total co=^nsation paid to the individual for the services 

rendered. (See 15-20A.7) 

' (e) The corr/over provisions of «.e Intemal Revenue Code with 
respect to contributions under pension end retiro.>ent pl^s shall not be . 
recognized for the i^rpose of deteminlBO allowable pension and retired* 
costs under Governinent contracts. 

tf ) credits *ich arise under pension plans fron. various sources, 
such as dividends and cancellation of e^loyee V«nefits which have not vested 
at the tix. of ternination of their e^loynent, -st be taken into account in 
„ suitable «nner in the detc^ination of the allowable pension ^ retire^nt 
contribution. Specia provision for those credits is usuall. necessary when 
the contractor's organisation has substantially expanded for the performance of 
^litaxr contracts and there is a reasonable e:^ct.tion that the e^loy«nt of 
, J^ge n»ber of the additional e,loyees win be tor-^ted upon curtailment 
Of .ilitaiy work, under these circu^tanoes, it wiU ^ o:<pected that an 
arrangement will be ^e which will result, as nearly as w practicable, to 
the Oover«.nt.s receiving the benefit of these credits to the saK. extent as 
it oriM participated in «>e related costs. There are two general ^thods 
^eh r«=y be used, individually or in corilnation. in Baking such arrangements. 

(1) A lui^ sun or percentage discount (of current pension 
costs) allowance negotiated and agreed upon in advance. DoterMnatlon of 
such allowance is not often an actuarial p^oble. involving a calculation based 
upon known factors, but rather is an att^Pt to reach a negotiated agreenent 
as to various uncertain or variable factors In a coi^lex situation. 
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■ (2) L retrospoctivo doterrdi^tion at som ti» in th« future 
, . ^ accurate esti^te c^U^W virtue of e:=porlo„ce which w 
0 a.ve:oped. Unta such deter^tion. current costs, vhich shouM ^ net 
e^nt creaita, ^ he aUowe. provided an appco^iate contractoal a^e^nt 
, U reached which reserves the Oc^enu^nt-s right to future credits. Such 
..pture provisions vdU vary in.^the extent ^ a«ation of application and 
of determination. For Provisions ^ ^- contract^l^e or 

atractor^ end the determination ^ he ^e at ter^tion of a defense 
.atract or defense contracts, at »ss l^off of contractor., en^leyees or a 
. ^ of suhst^tial decline in proportion of contractor-s total sales under 
jfcnse contracts • 



p-20U>30 .^ DELETED 

X 



X 
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15-J01...n SSJffiSSMaSS. ™= includes the cost of plant 
„.otect.on measure, suoh as «a.es of ^.r^, e,.i^.-.t or ^ards (»Uo:.3, 

etc.), bur,lar ala^ systens, and lencing. Per the purpose of 
e.-.tract costin,, tV.se e.-^enses are devided into two categories, namely, 

nl.-.t protection expenses and special plant protection expenses. ..or- 
;t .rotectlcn costs are allowable and are alXcoable to all ,«r. in the 
l.,,t D^ccial plant protection costs, which ten, refers to an e=*ension of 
■^e'contr^ctor.s no:.al plant protection pro,ra. at the specific direction of 

contracting officer or ether co^i.ant Gove^ent ^thority, are also 
.,ao.a:ae »d allocable to specific Cove^ent contracts re,..,iring special 
protection* 

,5 20,, 32 ...VICES , H^r^^S^IiKO PTE .- 

(a) This Ite. includes the cost of professional services rendered, 
*ether perfor..ed by the contraotor-s own employees or by the ™e.bers of the 
..rt.clar profession separately cn^a^ed. These costs cenerally are allov.ble 
■„.en reasonable in. relation to th. services rendered ,and are not ccntin:=nt 
u-on -ccovcry of the costs fro., the Government. 

(-) Factors to be considered Ca.-,ohS otters) in detennining the 
...o...,Voilitv of costs in a parti.-lar case are= (1) past pattern of such costs, 
o.rtic.larl-,. IT. the years prior to the award of Oove:.nent contracts, (ii) the 
l..,act of Government contracts ^ the oontractor's business, (iii) the nature 
..'a scope of managerial services expected of the contractor's o« organisation, 
(i,) the nature of any conflict of interest O-ich. may e:dst bct,«en the con- 
tractor ,-d the U. 3. Govemnent, and (v) ,«xthcr or not the proportior. of 
..„,e..,ent producti=« of the contractor's total production is such as to in- 
nue.ce the contractor in favor of inoarring the cost, parti«larly where the 
ser.,ices rendered are not of a continuinr, natorc and have little relationship 



to productioa under Gcvomment contracts, Iletainer fees to alloTArable nust 
be reasonably supported by evidencG of services rendered, 

(c) Professional services relating to patents arc subject also to 
the limitations pro'aded for In pc;rafraph l5-«?OUt28, 

15-20)^.33 PROFITS i^D LOGSIllS 0:; DISPOSITION OF PLAIIT, EqUiRiZiArT JTliEIl 
C APITAL ASSETS . Included herein arc gains or losses of any nature c.risin^: 
froni th3 sale or exchange of plant, cquipi-Jientj or othc-r capital assets, includ- 
ing sale or exchange of either short or long term investments. Profits or 
losses on sale or exchange of capital assets, iucluding invcstnents, vrill be 
excluded in computing contract costs, 

l5-20i;.3U m: CON VERS igj EXPSIISES . Pteconvcrsion expenses arc those incurred in 
the restoration of the contractor's facilities to approramately the sa:TiC phys- 
ical arrangement and condition existing jjnmediately. prior to comricncGincat of 
the r^.ilitary contract >;ork and include the cost of removal of Government prop- 
erty. 

Reconversion expenses, except for the x'cnoval of Gov'.niment property, 
r.re rr.curred for the benefit of future production and arc, therefore, properly 
chrvrf^cable trisreto. Accordinn;ly, cr.ccpt for the cost of removiiig Government 
property and the restoration and rehabilitation costs caused by such removal 
v/hich are specifically provided for in the contract, reconversion expenses arc- 
not allo'^;3.ble . 

l5-20)i.35 RECraJITBG ZXPDJSS , This item includes the costs of "help T-jantcd" 
advertising and the operating costs of an cmploj'ment office neccsriary to secure 
and maintain an adequate labor force. If further includes the costs of opera- 
ting an educational and aptituic testing prof-ram, travel expenses of employees 
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while- engap^od in recruiting personnel, and travel expenses of applicants for 
interviews for prospective emplojnncnt* These costs are allowable. Where the 
contractor uses private employracnt agencies, costs not in excess of standard 
coinrxrcial rates for such services arc also allowable. Costs incident to special 
tcnf,fits or enoluments offered to prospective employees beyond tiic standard prac- 
tices in the industry are not allowable. 

15-20U.36 RSITALS OF PLANT mi) E:A;iR;giT . (Lncluding sale aiid leaseback of 
facilitic.3.) 

This item includes expenses for (a) use of land, buildings, and 
equipment or other personal propor-cy, and (b) rental expenses under sale and 
Ica^e-br.ri: agreements incurred by contractors through sale of plant facilities 
to investment organizations (such is insurance companies) or to private inves- 
tors and concurrently leasing back the same facilities on long term leases. 

(a) Rentals of plant and equipment under (a) above, if the rates 
are reasonable in light of the tyrjc, condition, and value of the facilities 
leased, options available, and maintenance on other provisions. 

(b) Rentals specified in sale and lease-back agreements are allow- 
able only to the extent that such rentals do not exceed normal costs (such as 
-lepreciation, taxes, insurance and maintenance e:qDensos) which would have been 
incurred had the contractor retained legal title to the facilities. 

lE;-20i;.37 RESEARCH MP DEVELOES IT. Research and development expenses (some- 
times referred to as general engineering expenses) for the purpose of contract 
costing are divided into two major categories, (i) product research and/or 
development and (ii) general research. 

(a) In the first category are included costs for design, improve- 
ment, and utilization of a particular product or product line. The alloc.blc 
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portion of these costs are allowable under cost-reimbursement type production 
contracts where 'the research is rcasonablj related to the end items being 
purchased under the contrr.ct. These costs are allowable under cost-reimburse- 
ment type research and development contracts, only to the extent that such 
costs arc directly chargeable to such contracts, 

(1;). In the second category, are included- costs of all research 
ot'icr than that described in subparasraph (a) above. Reasonable costs of 
general research wich are not othcr-.dse reimbursed are allovjablc under cost- 
reiinburscr-.ent type production contracts. Costs of general rcsera-ch .-.re not 
allowable under cost-reimbursement type research and devclopmont contracts, 
unless specifically provided for in such contracts, 

(c) • Research and development costs, regardless of the nature, which 
\jcvo incurred in accounting periods prior to the award of a particular mili- 
tary contract (including amounts capitalized in the costs of patents obtained) 
shall not be allocated to that contract, 

15-20U.33 ROYALTY ?Alg^-E:TS . T}iis item covers amounts paid for the right to 
use patents. Where, the use of such patent is necessary for the proper per- 
formance of the contract and where the Govcmraent does not already have a 
license or other right to use such patents, the royalties are allowable to 
the extent expressly provided for elsewhere in the contract or otherwise author 
ized by the contract officer. 

^5-20U.39 SELLKG AND DISTRIBUTION £I?EI]3"£. Tliis group of expenses includes 
the costs of marketLng, sales engine. ring, sales promotion, salesmen's and 
agents' compensation, and other related expenses. It also includes costs of 
advertising, bidding, outbound tr.-nsportation, entertainment, service and 



rente! of facilities for meetings, end other incidental costs, when the primary, 
purpose of the incurring of such expenses is the. dissemenation of technical- . 
information for the stimulation of production are allowable. 

(c) All other entertainment expenses, including those classified 
as gratuities in accordance with paragraph 7-20li.«13, are unallowable* 
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15-204»13 Excess Faollitlea > This item Includes the cost of maintaining and 
housing idle and excess facilities^ except those reasonably necessary for 
contract performance standtgr purposes • These costs are uiaallovable unless 
specifically required ly the terms of the contracts 

23^0U.14 Fidelity a nd Surety Bond^ . The cost of bonds include net premiums 
paid for fidelity and surety bonds # Exaioples of such, bonds are performance and 
payment bonds, forgery bonds, fidelity bonds, patent infringement bonds, etct 
The cost of surety and fidelity bonds are allowable to the extent required by 
the contraet or approved by the contaracting officer both as to type and amount* 
15-204.^15 Fines and Penalties ^ Included in this item are those costs resulting 
from violations of, or failure of the contractor to comply vith, local, state 
and Federal laws and regulations. These expenses are not allowable. However, 
fines and penalties incurred due to situations in which the contractor has been 
instructed in writing ly the Conta-acting Officer to follow a certain course of 
action, will be allowed * 
15-204*16 Fringe Benefits 

Fringe benefits are allowances and seanrices provided ly the contractor 
to its oisidboyees as condensation in addition to regular wages and salaries* 

a« The determiniation as to the allowability of the cost of pension 
and retirement plans, profit sharing and other bonuses, and severance pay will 
be in accordance with snb-paragraphs 15-504*29, 15-^04.^7, and 15-204*41 
respectively* 

b* The cost of other fringe benefits such as pay for vacations, 
holidays, sick leave, military leave and employee insurance is allowable to the 
extent required ly law, onployer-^iDployee agreement, or established policy of the 
contractor that constitutes, in effect, an inplicit agreement on the contractor's 
part. 
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15-20^.17 INITIAL PRODUCTION CXgTS . Initial production costs, also knovm as 
"starting-load costs", are non-eontinaing costs that arise in eorJ^r stages of 
production because of the Contractor's lack of experience with particular 
loaterl&ls^ manufacttcring processes or techniques involved* Such costs my 
consist of excessive material costs restilting from abnormal scrap losses^ 
excessive direct labor costs and related overhead resulting from Idle time due 
to testing and change in production methods, cost of training employees, and 
excessive defective work due to ineaq)erienced labor. 

While initial production costs are allowable, the contractor will be 
expected to work actively to minimize or eliminate them as rapidly as possible. 
In cases where these costs continue to an unwarranted extent after the contractor 
has been allowed reasonable time to learn to make the product efficiently, the 
excessive costs will be disallowed t 
15-204,18 INSURiiNCE ilND INDEMNIPICATION 

(a) Included under this item are (1) those types of insurance which 
the contractor is roqixired to carry under the terms of the contract, or by 
specific instruction of the contracting officer or his authorized representative, 
and (2) those types of insurance which the contractor carries on his own account. 
The kinds of Insurance ordinarily Included in the first category are set out in 
ilSER 10-501* Examples of the kinds of insurance inclxaded in the second category 
are fire insurance on contractor-owned buildings and equipment, use and occupancy 
Insurance, and employee fidelity bonds, 

(b) Costs of Grovemment required Insurance are allowable within the 
limitations as to the extent of coverage and premium rates approved by the 
Government, To the extent that any part of a contractor's Insurance program has 
not been disapproved by the Military Departments, the costs of such other 
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instiranco ore allowable where the types of coverage, extent of coverage, and 
rates are reasonable under the olrcumstancesi however, costs allowed for use and 
occupancy insurance will bo limited so as to' exclude coverage of profit, interest,' 
federal income taxes, and unallowable selling and distribution expenses. 

(c) Costs of insurance of argr kind pertaining to Government-owned 
property tor which the Government has aasuiaad the risk of loss under the terms 
of the contract are not allowable* The cost of insurance covering contractor 
owned materials used or usable exclusively on work other than that required under 
the cost reimbursement type contract is not allowable under such contract* 

(d) The costs of . a' self insurance program under which a contractor 
assujne.s its own insurable risks are allowable provided that (i) the program has 
been approved lay the Military J)epartBcnts and (ii) the haz^^^ds so insured 
against axe not. unusual or inconsistent with reasonable ,and prudent business 
practice, and (iii) the rates charged are estimated not to exceed available 
insurance rates for insurance as reduced by an amount equal to the acquisition 
expenses of the equivalent, commercial' insurance (commissions, fixed expenses, 
excess losses, 0tc«)». Actual; losses sustained under such a self -insurance 
prpgram are not allowable* 

(e) Insurance on the lives of officers, partners or. proprietors, 
where the contractor is the be-nef iciary, is not an allowable cost* 

(f) Losses restilting from failure to Insure (through self insurance 
or otherwise) : against a contingent loss or daznage, where a reasonably prudent 
business organization would have insured against such loss or damage, are. not 
allowable. 

(g) Costs of indeimif ication, in Ueu of insurance, will be allowable 
only to the extent expressly provided for in the .contract* By the term . 
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(d) Costa of : materieJLs and suppH^^ shall be suitably adjusted for 
applicable portions of income arid othiDr credits # Such income and other credits 
include trade discounts, refunds, rebates* and' allowances, cash discounts tcJccn, 
credits, for scrap- and: salvage raid materidls retiirned to vendors, and credits 
arising from differences be twfe book andt p^iy^ invefatories. If the contractor 
does, not exercise reasoiiable j^recotit takihg advantage of cash discounts 

availably, .ocU- cash discounts losVi^ allowable 

.costs.. ■ Mv.- :*--v-:Cf "^o •■'^ 

15 t20A^5- QRQANIZATION: 'EXPSNBESl -^^^^^^t^^^ item cohalfltfl of expenditures in 
connection with' organiaaiioh or 'febrfeHnizatibri of a business. Exangolos of such 
costs, ere incorporatiott fee, attorneys fee, fees io promoters and organizers 
and costs of Raising -capital*:^ Those cbsti^ ate iiriallowab^^ (See also 
15-^04.19) • . ' - • 

15-204t26 0THg R,,.3USINE3S EXPENSES . Included in this item are such recurring 
e:3q)enses as registry and transfer chhrges resulting from changes in ownership of 
securities, issued by the contractor, cost of shareholders ♦ meetings, proxy . 
solicitations, preparation and publication of anniial reports to shareholders, 
preparation and submission of recjuir^d reports and forms to taxing end other 
regulatory bodies and Incldatital cdsts of directors and committee meetings • 
The above listed costs are allowable ^ when incurred in reasonable amounts in 
accordance with the contractor's established practices and are allocated on an 
equitable basis to all classes of work. The above and similar costs are allow- 
able when incurred in reasonable amounts. 

15-204.27 OVERTIME. E XTM PAY SHIFT MP MULTI SHIFT PREMI UMS, This item 
consists of the premium portion of overtime afld' shift payments to employees. 
Such premiums may be classified as either direct or indirect labor costs, ¥ut 
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the amount thereof should be separately identified in either event. When 
treated as direct labor cost, overtime and shift premiums should not be included 
in the base for distribution of overhead. Cost of overtime and shift premiums 
are allowable only to the extent expressly provided for in the contract or 
otherwise authorized liy the Government. See iiSPR 12-102 for further information 
concerning the policy regarding such authorization* The amount of overtime and 
shift premium cost charged on Government contracts shall be equitable in 
relation to the amount of such costs charged on non-Government work being 
concurrently performed in the contractor's plant and the factors which necessitate 
the incurrance of the cost. 

15-^04..28 PATENT EXPENSES . Included in this item are all costs loading to the 
issuance of patents, as wll as the cost of infringement investigation and 
litigation. Amortization of the cost of piir chased patents owned 1:^ a contractor 
applicable to products or processes covered by a contract ore allowable when 
approved by the contracting officer. The cost of . research and development work 
leading to patents is treated in subparagraph 15-204437. These costs are 
unallowable except for the cost of prepcxing required disclosures and of 
preparing assignment and other papers in connection with the filing of a patent 
application for the Government. Charges for the use of patents where the 
Government has a, license or the right to free use thereof are unallowable. 
15-204t29 PENSION AND RETIREMENT PLANS 

(a) As used herein, a pension or retirement plan is a plan which is 
established and maintained by a contractor primarily to provide systematically 
for the pay ment of definite ly determinable benefits to his employees over a 
period of years, usually for life, after retirement. Such a plan may include 
disability, withdrawal, insurance or survivorship benefits incidental ©nd directly 
related to the retirement benefit s^ Retirement benefits generclly ^rc meesured 
by, and based on, such factors as years of service end compensetion received by 
the employees • The determination of the amount of retirement benefits end 
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indemnification" is meant Government assimption of losses arising from (i) 
lack of insurance coverage of risks of an insurable nature or (ii) restrictions 
on the amount of such insurance coverage. ■ 

15-204.19 INTEREST AND OTHER FIlL^NCm EXPENSES . This item includes interest 
paid or accrued (regardless-^ of the nature of the obligation which gives rise to 
tho interest cost), bond discount and expenses, and the cost of financing and 
refinancing operations as well as legal and professional fees paid in connection 
with the preparation of a prospectus, costs of preparation and issuance of stock 
rights and expenses. related thereto. (See also 15-204*26) These costs are 
unallowable except for interest assessed by State or local taxing authorities 
under tho conditions set forth in subparagraph 15-204-44* 

15-204.20 LilBOR RELfiTIONS . This item covers expenses incwred in maintaining 
the satisfactory relations between the contractor and his employees. It includes 
the costs of shop stewards, labor management coinmittees, employee publications 
and other related activities^ . Costs incurred for those purposes are allowable. 
15-204.21 LOSSES ON OTHER CONTRiiCTS . This item covers any excess of costs over 
income under any and all other contracts, whether such other contracts are of a 
supply, research and. development,, or other nature. Costs of this nature are not 
allowable a& a cost of performance of the Government contract. 
15-204#22 M^IINTEM^iNCE ilND REPAIRS , (a) This item includes those costs necessary 
for the upkeep of property which neither adds to the permanent value of the 
property nor. appreciabljr, prolongs its intended life but keeps it in its efficient 
operating condition* These costs ar<? allowable. Expenditures for plant and 
equipment which, according to generally accepted accounting principles, should be • 
capitalized and subjected to depreciation will be allowable only on a dei5reciation 
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basis* Cost of maintenance and repairs of excess facilities and of idle 
facilities (other than r easonable standby facilities) ore not allowable • 

(b) Deferred maintenance is defined as maintenance oxid repairs which 
for some reason such as abnormal operating conditions or lack of funds, is 
delayed to a future period. The cost of maintenance and repairs which has been 
deferred from a period prior to the contract is not allowable unless specifically 
provided for in the contract^ Likewise^ the estimated cost of maintenance and 
repairs normally required but not accoroplished. during the period of the contract . 
will not be allowed as a cost unless. specifically provided for in the contract 
or an amendment there to • 

15-204.83 RuWilGTURING AND PRODUCTION £NGLNEERING > Manufacturing and pro- 
duction, engineering includes the cost of engineering activities in. connection , 
with (1) cvirrent manufacturing processes such as motion and time study> methods 
analysis, job analysis, and tool design and improvement and (2) current pro- 
duction problems, such as materials analysis for production suitability and 
component design for purposes of simplifying production. These costs are.. . , _ 
allowable. For purposes of distribution, such costs should ordinarily be 
divided into two categories! (i) those which directly benefit. a contract, a 
project, or a product line and (ii) those expenses which are not. subject. to . 
direct costing. Iteiiis in category, (i) should be charged directly to the contract 
or project or allocated to the products in the product line. Costs in category 
(ii) should be allocated to all benofittcd work. 
15-202^.24 M&TERniS . \ ND SUPPLIES , 

(a) This item includes the net costs of such items as raw materials, 
parts, sub-assemblies, conqponents, and manufacturing supplies, whether purohaged 
outside or menufactured 'by the contrr.ctor. Costs of materials and supplies 
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may include such collateral items as inbound transportation and intransit 
insurrjice* These costs are allowable subject, however, to the provisions of . . . 
subparagraphs (b) through (d) below, 

(b) itay generally recognized method of pricing materials issued from 
3to0k mey bo employed for determining actual cost, provided it has been 
consistently used by the contractor, is acceptable for internal revenue pur- 
poses, and does not discriminate against the Government* However, when materials 
in inventory at the commencement date of a Government contract have a protJable 
replacement cost significantly different from book cost, the cpntractor and. the 
Government may agree upon the use of a different method of pricing based upon 
the fair value of the materials (but not in excess of replacement cost) • Such 
agreement should include identification of the types or kinds of materials 
involved and should preferably be made at the time the contract is entered into, 
and provided for therein. 

(c) Ordinarily inter-coii9)ai^ or inter-divisional sales or transfers 
of materials shall be stated on the basis of cost to the transferor* A 
departure from this cost basis is permissible when the transactions involve 
items regularly manufactured and sold by an affiliate or division throxigh 
commercial channels except as to items on which the Government is ultimately 

the sole user. In these latter cases, however, the price charged to the contract 
must not exceed the lower of (i) the transferor's sales price to its most 
favored customer for the same item in like quantity, or (ii) the prices of other 
suppliers for the same or substantially similar items ♦ In other situations where 
consideration ^of the minority interest in an affiliate would warrant departure 
from the cost basis, such departure may be permitted but only if expressly 
authorized or approved ly the contracting officer* 



to production under Govomnent contracts, .detainer fees to be allowable nust 
bs reasonably supported by evidence of services rendered. 

(c) Professional services relating to patents are subject also to 
the limitations provided for in parafraph 15-:?0U.28, 



15-20)1.33 PROFITS MD LOGSZS DISPOSITION OF PLAIIT, ECUIR-STT r^i JXi^'^ 

■ • - - 

a\?ITAL ASSSTS. Included herein arc gains or losses of any nature arising 
froin the sale or exchange of plant, cquip;;ient, or other capital assets, includ- 
ing sale or exchange of either short or. long term invr-stmcnts. Profits or 
losses on sale or exchange of capital assets, iucluding investments, vdll be 
excluded in computing contract costs. 

1$-20U.3U IGCQKVEaSigJ EXPSISES ." deconversion expenses arc those incurred in 
the restoration of the contractor's facilities to approximately the sa:Tic phys- 
ical arrangement and condition existing iinmediately prior to comr-c-cc-.T-ent of 
the rdlitary contract worl: and include the cost of removal of Government prop- 
erty, 

Ucconvorsion expenses, oxccpt for the rcnoval of Gov^niment property, 
r.re rr.curred for the benefit of future production and arc, therefore, properly 
chr^r^TC-able thereto. Accordingly, cr.ccpt for the. cost of removing Government 
property and the restoration and rehabilitation costs caused by such removal 
v/hich are specifically provided for iu the contract, reconversion expenses are 
not allowable. 

l5-20h.3$ tffiCRUITEia EXPENSE . This item ii-icludcs the costs of "help T-rantcd" 
advertising and the opc^rating costs of on cnplojTnent office neccsriary to secure 
and maintain an adequate labor force. If further includes the costs of opera- 
ting an educational and aptitu-ic testing pro.-^rara, travel C/cpenscs of employees 
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while .ng^wd in rooraitli.6 pcrs^^ncl, and travel expenses of applicants for 
intervic-,^. for prosp. ctivo e,»plo,»cnt. Those costs aro allowable. Where the 
contractor uses private o„pl03r.cnt ajcncics, costs not in excess of standard 
co4.crclal rat.s for such services arc also allo«>ble. Costs incident to special 
tcn.fits or e^olnnents offered to prospective employees beyond the standard prac- 
ticcs in the irxdustry are not allowable. 

lc;_20U.36 HTl^TALS OF H.^T AI^D H^IPLMT. (Including sale leaseback of 
facilities.) 

This item includes expenses for (a) use of land, buildings, and 
equipment or other personal propor.y, and (o) rental expenses under sale and 
l.:-a3c-b.cv: agreoir.ents incurred by contractors through sale of plroit facilities 
to\uvc.t.ent organizations (such .s insurance conpanies) or to private inves- 
tors and concrarrently leasing bad: tlx sane facilities on long tern leases. 

(a) ' Rentals of plaint and eouipir.ent under (a) above, if the rates 
are reasonable in light of the ty,.o, condition, and value of the facilities 
leased, options available, and maintenance on other provisions. 

(b) Rentals specified ii. sale and lease-back agreciiients arc allow- 
able a:ly to the extent that such rental, do not exceed nomal costs (such as 
.::.epreci.tion, taxes, insurance and maintenance e:cpensos) which would hnve been 
incurred had the contractor retained legal title to the facilities. 

ic;.20h.37 T^-^F^T^ARCH MP DEV SLORini T. Research and developnent e^enses (some- 
times referred to as general engineering expenses) for the purpose of contract 
costing are divided into two major categories, (i) product research and/or 
development and (ii) general research. 

(a) m the first category are included costs for design, improve- 
ment, Piid utilization of a particular product or product line. The alloc-.ble 
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portion of these costs are allowr.blc under cost-reimbursement type production 
contracts vrhere'thc research is reasonably related to the end items being 
purchased under the contract. These costs are allowable under cost-reimburse- 
ment type research and development contracts, only to the extent that such 
costs r?.r€ directly chargeable to such contracts • 

{])) In the second category, are included -costs of all research 
ot'icr than that described in subpara^rraph (a) above* Reasonable .costs of 
.general research wich are not othe^^dse reimbursed are allo>7ablo under cost- 
reiinburscrucnt type production contracts. Costs of general rcsc;:Tch .-^.re not 
allo^ble under cost-rc^dmbursemcnt type research and devclopmr.nt contracts, 
unless specif icalljr provided for in such contracts, 

(c) • Research and development costs, regardless of the nature, which 
incurred in accounting, periods prior to the award of a particular mili- 
tary contract (including amounts capitalizr.d in the costs of patents obtained) 
shall not be allocated to that contract. 

15-20U,33 ROYALTY PAYr-Z^.-TS . Tliis item covers amounts paid for the right to 
use patents* V/herc. the- use of such patent is necessary for the proper per- 
f ormanc: of the contract and where the Govcrament does not already have a 
license or other right to use such patents, the royalties are allowable to 
the extent expressly prc^rLded for elscv/hcre in the contract or otherwise author- 
ized by the contract officer. 

15-20U.39 SELLING Ai^D DISTRIBUTION EX?5:I3::£ > Tliis group of expenses includes 
the costs of marketing, sales engineering, sales promotion, salesmen's and 
agents' compensation, and other related expenses* It also includes costs of 
advertising, bidding, outbound tr?jisportation, entertainment, service and 
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warranty which are specifically covered elsewhere in this part, 

(a) Generally, selling and* distribution expenses are not allowable. 
However, there frequently are cases in which expenses in this group rel^^te 

in whole or in part to contract negotiation and administration and technical, 
consulting, and other services of application and adaptation of products to 
the use and requirements of the Government. These costs are allowable when 
properly allocated. 

(b) No fee, commission, percentage,, or brokerage fee shall be allowed 
as a contract cost which violates the provisions of paragraph 7*203 •20. 

l5-20h^liO. SERVICE MP WAIUmJTY EIPRISSS . This item includes such costs as 
providing service in installation, training personnel in the use, operation 
and maintenance of the product, correcting defects in the product, replacing 
defective parts, refunds in case of inadequate performance and other related 
costs. Actual costs to be reimbursed to the contractor will include such of 
the fere-going costs as must be borne by the Government under the clause of 
the contract entitled "Inspection of Supplies and Correction of Defects" 
(See paragraph ASFR 7-203*5). 

15-20U.U1 SEVLRAIv^CE PAY . Severance pay, also commonly referred to as dis- 
missal wages, is a payment in addition to regular salaries and wages, by con- 
tractors to workers vjhose employment is being terminated. 

The cost of severance pay is allowable only to the extent that, in 
each case, it is required by (i) law, (ii) employer-employee agreement, (iii) 
established policy that constitutes, in effect, an implicit agreement on the 
contractor's part, or (iv) the circumstances of the particular employment. 
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For contract costing purposes severance pay is divided into two 
categories as follows: 

(a) Hormal Turnover Severance Pay ^ The cost of severance payments 
arising from normal severances should be allocated to all classes of work 
being performed in the contractor's plant at the time of payment • Where 
the contractor provides- for accnisl of normal severance pay such method will 
be acceptable if the amount of the accrual is reasonable in light of payments 
actually made over a representative past period, 

(b) Mass Severance Pay , The cost of .abnormal or mass severance pay 
actually made upon cessation of work when there is no reasonable prospect of 
continuing enployment on other work of the contractor is allovable* The 
amount allox^able shall be determined by assigning 'the total cost to the period 
in which the severance pay was actually earned and equitably apportioning such 
cost to all business of the contractor performed during that period, 

A reservation in the final release of claims (see AS PR 7-203.U) may 
be made in the case of completed cost-reimbursement type contracts when it is 
reasonable to assume that severance pay allocable to the contract must be made 
in the future. 

1$-20U.U2 SPECIAL TOOLING , The term "special tooling" means property of such 
specialized nature that its use, without substantial modification or alteration, 
is limited to the production of the particular supplies or to the performance 
of the particular services for which acquired or furnished. It includes, but 
is not limited to, jigs, dies, fixtures, molds, patterns, special taps, special 
gauges, and special test equipment. The cost of special tooling, vAien acquired 
for and its usefulness is limited to government contracts, is allowable and 
will be 'charged directly to the government contracts, V/hen such special tooling 
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is acquired it shall be subject to the provisions of the contract clause set 
forth in paragraph 13-503 entitled "uovemmont Property" and to the provisions 
of Appendix 5, ASPit, applicable to jovcrnment-ovjned special tooling. The cost 
of special toolini, irhich is useful under both ejbvemncnt contracts and other 
work of the contractor is allowable when properly allocated* 
15-20 U>U3 STr:I-C:^S >-.iCD LOCKOUTS ^ EXPSI-ISES QF > The situations and conditions 
surrounding strikes and lockouts are so varied that it is impossible to estab-* 
lish a general principle providing for allovrance or disallov^ance of costs in- 
curred during such occurrences. jLach case must be considered on its o\m merits. 
l5-20li.Ul; TAX3S« Taxes are charges levied by a government unit. The/ do not 
include fines and penalties except as otherwise provided herein. 

(a) In central, taxes which the contractor is required to pay and which 
are paid or accrued in accordance with s^'^ierally accepted accounting principles 
arc allowable, except for Federal income and excess profits ta::esj taxes in 
connection with financing, refinancing or refunding operations (sc;e paragraph 
l5-20i;.19)i and special assessments on land which represent capital improvements. 

(b) Taxes i^hich are believed to be illegally or erroneously assessed 
against the contractor, may be allowed as a cost of work perf onned, provided that 
the contractor; (1) promptly requests instructions from the contracting officer 
concerning such taxes; (2) agrees to comply v/ith such instructions; and (3) if 

so directed by the contracting officer also agrees to take all necessary action 
in cooperation with and for tl'ie benefit of the Government, to determine *the 
legality of sv.ch assessment or, as the case may be, to secure a refund of such 
taxes and any interest or penalties thereon. Interest and penalties incurred by 
a contractor by reason of the nonpayment of any tax at the direction of the con- 
tracting officer, shall be allowable as a cost, iteas enable expenses of any 
proceeding instituted by the contractor at the direction of the contracting 
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(2) A retrospcctivG doteridlnatlon at some tiiae in the future 



when a more accurate estimate can be made by virtue of eiqperionce which may 
have developed. Until such determination, current costs, which should be net' 
of cxarrent credits, may be allowed provided an appropriate contractual agreement 
con be reached which reserves the Government's right to future credits* Such 
recapture provisions id.ll vary in the extent caid duration of application and 
time of determination. For exauiple, such provisions may be ■ contract-wide or 
contractor-wide and the determination may be made at termination of a defense 
contract or defense contracts, at mass layoff of contractor's employees or at 
the time of substantial decline in proportion of contractor's total sales under 
defense contracts* 



l5-20lu30, DELETED 








V 
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(d) Pension and retirement costs constitute a part of the total 
ccnipensetion ty a contrr,ctor to the individuals covered by the picm, and 
accordingly, ore subject to the provisions of this section with respect to 
reasonableness of the total co25)onsation paid to the individual for the services 
rendered. (Seo 15-204,7) 

(e) . The carryover provisions of the Internal Revenue Code with . 
respect to contritnitions under pension and retironent plans shall not be 
recognized for the purpose of deterrxining allowable pension and retirement 
costs under Government contracts • 

(f ) Credits which arise under pension plans frpm various sources., 
such as dividends and cancellation of employee benefits which have not vested 
at the time of termination of their employment, must be taken into account in 
an equitable maimer in the determination of the allowable pension and retirement 
contribution. Special provision for those credits is usually necessary when 
the contractor's organization has substantially expanded for the performance of 
military contracts and there is a reasonable expectation that the employment of 
a large number of the additional employees will be terminated upon curtailment 
of military work* Under these circumstances, it will be expected that an 
arrangement will be made which will result, as nearly as may be practicable, in 
the Government's receiving the benefit of these credits to the same extent as 

it originally participated in the related costs • There are two general methods 
which may be used, individoially or in combination, in making such arrangements i 

(1) ii lump sum or percentage discount (of current pension 
costs) allowance negotiated and agreed upon in advance. Determination of 
such allowance is not often an actuarial problem involving a calculation based 
upon known factors, but rather is an attempt to reach a negotiated agreement 
as to various uncertain or variable factors in a complex situation. 
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l5-20Ii»31 PL AINT" PROTECTION EXPSmSES^ This item includes the cost of plant 
protection measures such as wages of guards, equipment of guards (unifoms, 
fircarmes, etc,)> burglar alarm systems, and fencing. For the purpose of 
contract costing, these expenses are devided into two categories, na:nely, 
nor:.ial plait protection expenses and special plant protection e:vpenses, 11 or- 
nr.l pla'it protection costs are allowable and are allocable to all vrork in the 
plrr;t. Special plant protection costs, which tern refers to an e:rtension of 
the contrc:ctor»s nonnal plant protection program at the specific direction of 
the contracting officer or other cognir!;ant Government aithority, are also 
allowaMe and allocable to specific Government contracts requiring special 
protection. 

l5-20l'*32 rROrZSSIOKAL SERVICSS - LEGAL, ACCOUriTBG^ PS^GDIE^RKG AIID OTHER , 

(a) This item includes the cost of professional services rendered, 
whether performed by the contractor's om employees or by the members of the 
particular profession separately cnga^^cd. These costs generally are allov;able 
T:hen reasonable in. relation to the i^ervices rendered and are not continrcnt 
upon recovery of the costs from the Government. 

(b) Factors to be considered (anon.^ others) in determining the 
allo^/rability of costs in a particular case are: (i) past pattern of such costs, 
pp.rticularly in the years prior to the award of Government contracts j (ii) the 
iiTipact of Government contracts on the contractor's business; (iii) the nature 
and scope of managerial services expected of the contractor's o;ai organization; 
(iv) the nature of any conflict of interest idiich may exist bctvjoen the con- 
tractor and the U. 3. Govemncnt; and (v) whether or not the proportion of 
Government production of the contractor's total production is such as to in- 
fluence the contractor in favor of incurring the cost, particularly where the 
services rendered are not of a continuing nature and have little relationship 
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officer to determine the lethality of such an assessment or to secure a refund of 

such taxGS^ interest or penalties for the benefit of the Government, shall also 

be allowable as costs. 

(c) Any ruf und of taxes, penalties or interest thereon shall be 
credited to contract costs in the proportion in which contract costs absorb the 
costs of taxes, interest or penalties • If at the tiiae the refund is receiyed by 
the contractor, no defense contracts are being performed, the amount otherv/ise 
to be credited to contract costs shall be paid directly to the aovernmcnt. 
15>20U>U$ TftAQE, BUSINI^SSs ^ PH0F5SSI0NAL ACTIVITIES > 

(a) Memberships » This item includes costs of membership in trade, 
business, and professional organizations and such costs are allowable when in- 
curred in accordance v/ith the following standards: 

(i) i'lomberships are consistent with the established practice of 
the contractor, particularly his practice prior to the award of government con- 
trr.cts. However, if the nature or volume of the contractor's production had 
been altered significantly by uovernment contracts, departure from the prior 
pro^^ram may be justified. 

(ii) ;nien the organization is a local one; is primarily for 
trade, business, or professional purposes; and membership would be expected of 
all similar business finas in the business community* The costs of social, 
cultural, or recreational activities of such organizations are not allowable • 

(iii) If the organization is regional, national or international 
in scope, membership therein should pc held by a majority of like firms in the 
same industry* 

(iv) The costs must be reasonable*. In determining reasonableness 
of particular membership costs which appear to be excessive, a review of the 
nature of the activities of the organization may be necessary in order to reduce 
the allowable portion of the contractor's membership costs to an amount which 
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would, in effect, exclude a contribution to lobbying or public relations activities* 

(b) Subscriptions > This item includes the cost of 'subscriptions to* 

which 

trade, business; professional, or technical periodicals or services/arc allowable 
when incurred in accordance with the contractor* s established practice and the 
costs are reasonable in amount* 
15-20U>U6 T.CAIJIKvj :^PijNS£S , 

(a) This item includes the costs of preparin^^ and maintaininei a pro- 
i^ram of instruction designed to increase the over-all effectiveness of employees • 
Included are the costs of the director of training and staff, trainin^i materials 
and text books when the training program is conducted by the contractor^ and tui- 
tion, fees, trainin;; materials aiid text books when the training is in educational 
institutions • 

(b) Such costs which are limited to training for specific Jobs in the 
plant are allowable V7hen properly allocated* 

(c) Such costs for educational advancement v;ill not be alloi'jed except 
in scientific engineering, and technical fields related to the contractor's busi- 
ness, and then only if it can be established that the value thereof to the indi- 

♦ 

vidual employbe was equitably taken into account as a part of the total compen- 
sation of the employee* (See paragraph l5-20li#7) 

l5"20U#li7 TA ANS?aiTATIOj>! .^ZP^NSES * Transportation, expenses include the cost of 
freight express, cartage and postage relating cither to goods purchased, in 
process, or delivered* 

•i?l:ien such costs can readily be identified with the items involved they 
may be directed, costcd or added to the cost of such material* (See para^-raph 
l5-20U*2u) ihiire identification with the materials received cannot readily be 
made, inbound transportation expense may be charged to the appropriate indirect " 
expense accounts, provided the contractor follows a consistent procedure in this 
respect* Outbound freight, if reimbursable under the terms of the contract, should 
be treated as direct charges* 
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15-20U.U8 TRAVEL EXPENSES, This includes costs of trcnsportation, lodging, 
subsistence end incidents expenses incurred by contrcctor personnel in a 
travel status while on official company business ♦ 

(a) Travel expenses: incurred in the normal course of overall 
administration of the business and applicable to the entire business are allow- 
able when properly allocated. 

(b) Travel" expenses directly attributable to contr:ct perfor- 
mance may be charged to the contract in accordance with the principle of direct 
costing* 

(c) Subsistence end lodging including tips or simil- r incident w-1 
expenses may be reimbursed either on an actual or per diem basis* The be sis 
selected should be consistently followed* 

(d) Costs of premium transportation may be allowed when it is 
shown to be necessc.ry to performance of the contract* 

(c) Entertainment expenses arc not allowable* 
(f ) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the Contracting Officer. 

l5-20ii#U9 UNCLAI^iED WAGES . Unclaimed wages are compensation earned but not 
claimed by employees normally represented by pay checks not presented for pay- 
ment and liability to such employees or former employees for sums left over 
from omounts originally drcwn for pcyrolls* 

Unclaimed wages, previously reimbursed to contractor will be 
reviewed at intervrls and particularly at the completion of the contract to 
determine what portion of these unclaimed wages shell accrue as a credit to the 
contract or subsequent refund to the Government* 

Costs should reflect a credit for unclaimed wages based upon 
agreement as to the. amount thereof reasonably expected not to be paid 
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subso-qacnt to the- date of complcticn cr settlement. In this event, aOl un- 
claimed v;a^.c liability rests vith the contractor, when such an agreement can- 
not be reccl-.od, the oovernin.-nt will assume liability for paymcint of unclaimed 
waccs and eliminate all allcwanccj therefor from roirabursement ■ to the con- 
tractor. 
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15*200 SCOPE CP PABT« This pari aats forth prixieiples anl Btndards for ttM 

d0t«aRBinatiaD and aUowacea of eoeto la eonoootiion with nn wt r o t ri n iriiiifiiit 

typs eeotracU find oost-MlfliranMMat t^po wi b oon trfic to tboownndcr for pro* 

euroMot of nppliAs, aorvieos, and resoareb aad davalofumt vosk vUb 
eeoBereial or^oiaa;ti«na cod wltli aon-proflt ixiatltiitloaa liavmg 
oaanereial typo aeomnting w^rvtmm* 

15-201 BASIC PRIBCIPLS5 AHD SaLMPAHDS . 

(a) CoBpoaitloa of Total Coat» Ttaa total oost of a nnat ritiiftuii iiwwiil 
tarpa coDbraot ia tht a«i am of (1) ttaa alloiiahla diraet ooata, (ii) tba 
properly alloeabla portioo of allmiaMa iadlraot ooata and (lii) i^pliMbla 
Ineone aad other eradita* 

i» FactoCT Affecting ^ c^^^ f aatora to be ooo- 

aldered in detansialag the alloatMlitj of eorta ixMlnda (1) rMaenablaoaaa « 
(ii) a«^)licatioo of generally aoooptad aeoouBting prinrtplaa and praotioMt 
(lii) aaareisa «f good booiBoas Jndgaant la l acum a oa of aad (Iv) aaoT 
liaiUtiooa aa to tgrpM or aaooata of ooat itoaa set fortk ia tida Fart 2 of/ 
SaotioQ 17 or othenriaa Inolniiart in the oootraat* PaiXora to afaitlnii aagr 
itaa of ooat la thia part ia a»t iataadad to iaplgr that It ia aithar *"*-**^'*^ 
or aot annwahla. 

Ce) Cradita. The ajplloahla portioa of laeoaa aad otiwr oradLta ahiah 
ara ralatad to aaj aUomd aoat will ba oradltad to ttaa niyarwwat aithar aa 
a reduction in oo otra ot ooat or bj^ a aairik aaftiiidf aa ^profr&ate* 

(d) CoBtractor*a Aeooqatlag ayataa* lha xaqoiraiianta ooaeandag 
raoord kaapdag and wpftfvniL of tha ooatcaotor'a aiwMwntian jroaadnraa aad 
praetiaaa are aot forth la tte >aaoard8 Glaaaa" (8aa AM 



15*202 DIRECT C061S . Sii>jeot to tte provisions of paragraph 15-2QI, 
•bis direct costs are those itaas of eoat, or aggre^ta thereof » ahiofa eaa be 
identified apecifieaUjr with angr cbJeoUve, sarvlee* frogm or projeet under 
the coQtraet and are chargeable directly thereto* Major itoos of eost readily 
IdoDtifiabla with the contraot or aith other work of the oontcastor ahoold be 
charged directly thereto. Ihis princl|tle najr oftan be i»rrT4**»H7^ to such 
elancits of expaose as trt&i^ txatval* oamnicatloes» «glaaering s«rTiDsa« 
etc*, aa veil aa the nomal itaas of aatezlals and prodnctire labor* HcMavar* 
it met be apfOied consistaDtly to the costing of both defense nd Boo-defansa 
prodocta or senrieeSf iriton the ecBtraetor is engaged in aixed prodnatiaay ia 
order to prodnca equitable results* When the accounting ao^awe of direot 
coating of alaor itan woold exceed the reanltlog baoafita, iadividaal ItM, 
othenriae alToifabae aa direct ocata, Hgr be treated aa indirect aspanses* 

15*202*1 DIBBCT M4TEBIALS . Ihe eost of direot — ^^ ^iff 4t>«*i««i— the east 
of itans purchased, aopplied, aeanfactiired or fabricated, vhich aater dizaetay 
into the and product or which are used or eoosuaed dizactly ia eonectian with 
furnishing such prednet* 

15-202»2 DIBBCT LABCE . The coat of direot labor *'>«»iii ff f Tt irt andvacsa 
specifioaUor identifiable with and properly efaargatf>le directly to the per- 
f omanee of the contract or other vock of the eootiaater* It *'^'*n * r 
other aaaodatad ocata such aa pagrroU. taxaa and woikMn** ^ <*" B r^ 

anee, where it ia the astsMlwhad praetiee of the aootiaetar to treat theae 
itans as a part of direct labor coata* 

15-202*3 OMKR DIBBCT C0S18 * Vhsra Other ItaM of ecat are ^»fc«raad diraetly 
to the eoBtraat consi stent with pava^aph 15i*802 above* the aontraatar anat 
daaonatcata that thay are apMlfiaaliy raiated to the perfoaauwa of tte ood- ' 



tracto When, havefvar, item ordlaariljr chargeaible as indinet ooete srs 
charged to a tioimmeat eoatxvot as direet costs, the eost of m^mt-i^ 
ai»plieable to other vork of the eontraetor aust be elialxiated from ladirect 
costs alloeated to the cootraot. 

15-203 INDIRECT COSTS . 

(a) Indirect costs are eapfloses which are iasarred for CflonoD or joiat 
ohjectlres, are accnunilated for aeeoontiag pnrposes ta^ departeeotal aetlvitj 
or other logical oost grouping and are charged to the contract ax^ other voxk 
of the contractor by a process of allocatioa* Kaeh elsMst thezMf is aabSmt 
to the liadtations of this part as to allowabilityo 

(b) No specific mles can be stated as to the method of aUocatioa of 
indirect eosta because the actual condition in each instance imst be taken 
into account in deteradning the oost suitable method or methods. Ihe objecUTe 
should be the selection of a method or methods which mil distribute the l2k> 
direct costs in the fairest and most equitable mamer possible. The method 
used in coonecUon with Qotrenuaent contraeto most, in arder to be acceptable, 
conform with generally accepted accounting practices* be applied ecosistmtay, 
and prodnee equitable results, iny significant change, such as in the nator* 
of the business, the volume of sales, the TQlnBe of production, nuofaoturlng 
processes, or the products being produced, may requdre reoodidderttticb of tte 
methods previously in use to detexmliii whether they eotttlaoe to be eqoitabl*. 
Purser discussion relative to slloftatico of the individual categories cf 
Ixulirect costs will be found in the subparagraphs beloir. 

15-203.1 IHDIRSCT MAMUFACTOBISQ AMD PHOPPOnOM EXPaSES . Indirect — nnf^ft- 
tnrlng and production espenses eonalst of costs which ax« mir t Bs at y to tte 
productive process as a irtwle and are not readily sidajMt to tiwatmant as 



direct costs ia aoecvdanee with psragraph 15»202* Allooation of ladirdot 
roaouf aetnrlng and productlm soqpensea m a tios basia, sttth as diroet labor 
nan-hours or naehiiis*hours« ia a method whieh generall7 prodaees aocura^ and 
equity. Other acceptable bases, ia appropriate circunotaaces, indtwle direct 
labor dollara (excluaire of overtiae praaim), units processed and ptiM costs 
of units processed, la sone instances^ it aaar be neeessaty to departoantalise 
or establish cost centers in order to distribute equitably the indirect costs* 
The factors to be considered in determining the exteat of departaentaliaaUoa 
or establishment of cost centers include variety of products, eouplu±ty d 
processes and relative labor and facility requirements for the various products 

15-203o2 EJDIEECT EHGINEHUNG EXPENSES . Indirect engineering expenses eoo- 
sist chiefly of eisgineering ad m i n i s trative expense and goaeral siftplies, Tfiesa 
expenses arise out of engineering activities vhieh include product design, 
tool design, experimental devel^ent, manufacturing and production develop* 
ment, layout of production lines, detenaination of »aw>ni^«^ methods and related 
blueprinting and draftingo 

Indirect engineering expenses should be allocated to the benefited 
aetlvltiesj, i.e», the contract and other work of the contractor on the basia 
of direct engineering maa-hours expended, direct eagineeziag labor ddlars^ 
or other equitable basis. HOTEt Direct costs of eogineeriag activities staoold 
be charged directly to the beaefited aeUviUes, i«e*, the eoatraot aad otlwr 

■ • 

work of the coatraetor ia aceordaaoe vith pax^agnm^i 15-202* 

X5-203.3 IKDIRECT SELLIMQ AND DISTfilBUriOW EH>EM3ES . The eaQ>eQBe8 la this 
group consist of items which represent the cost of marketing the caatnotar*8 
products and Inclu d e sales pronotion, advertising, distrltonticn costs sad 
other related itens* OsDMvUy, such eocpensee are not ocnaidered to be 
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allocable to Oovenaiiaat eost-relJiftimaaent typo cootraeta for tho reasoo that 
aaricetiag, la tho ordiaary eaanerelal aeoae* la not noooaaaxy for doing bnal- 
ness with the Qovanomsnt. Hovevar, In aone laataaoaa, depending x^ou a 
showing of benefit to, or neeeaaitj for, the perfoznanee of the contract, aone 
expensea which ordinarily are Included in thia group nay be detendned to cob- 
atitute allotfable ooat8« Beeauae of the apeelal problana that ariae la thia 
area. It ia uauaUy daairable for the contractor to Identify In Its reeovda 
by meana of aubaccounta or othenriae, the Itena of theae espenaea oooalderad 
properly allocable to (3o7eronent oontraota. 

^-^^ok GgNESAL AME mosiSTBiam EtPEMSBS . Oeneral and adfldnlatiative 
eaqpeneea coosiBt of coats incuzred in the overall management, auperviaicai and 
conduct of the buadneaa. Any recognised oetiiod of allocating general aal 
adoiniatrative expenae ia acceptable provided equitable reaulta are thereby 
obtainede Some o' the generally reeogiiaed baaea are aa fcUcwat 

(a) Total coats incurred (exsluaive of general and adodaiatraUve 
expenaea, but I'lduding nateriala purohaaed)* 

(b) '/aetoxy input (ohargea to vozk in prooeaa or equlTalent aecoaata). 

(c) Coat of gooda Banufaetured. 

(d) Proceaaing coata (direct labor, plua direet and indirect F^xhte* 
tion coata, eoBCloaiTa of direct BaterLal}» 

(e) Coat of aalea* ■■"^ 

it) Salaa. .... 

Aoong the f aotcra that ahoold receive coaaideratloa la detannialag whetber the 
reaulta are ecpiitable are (i) the cost pattern of the Ooveraneat eoatzttote 
(that la, the percentage of the total cost of the eootraot, exoliulye of 
general «nd adoiniatraUTe expensea, rapreaeoted by eaoh of the several cost 
eomponenta thei*eaf } in relatica to the cost pattem for the plant or aatlvlly' 



as a vholft, aad (U) the tiltlaata obJeetlTs of diBtrlbation of theso acp^oa— 
in appradnato mtlo to the eenaral and adminlstrtttl've affori involved ia tba 
two oategories of worko 

The "total coets laeurred*' basis idll tisually result in an equitable 
distribatlaa of aqpeaae where the cost elenrats whloh up the base are 
repreaentaUve of all aoUvlties whloh reqaire general administrative and 
sapenrislng effort*' The "sales" basis is usaaUor not eqtltable where there 
is a distorting profit f aetor and the ooneioTenoy of sales with prodoetioo 
varies between QovernMnt and eoaurBial prodncts. In the evalaatloii of these 
and other nethodSy eonslderation shoold be given to significant variatioas 
of Imrentorles between accounting periods, variatioos in the ratio of oontraet 
inventozy levels to all other inventoxy levels,, and any oth«r relevant fantors 
such as those mentioned in paragraph 15*203 (b)» 

l5-203o$ BASE PERIOD FOR ALLOCATIOB OF IMDIRECT EXPENSES . The base period 
for allocation of indirect caQ>enses shonld anproodBate the period of oontraet 
performance or shoold be representative of that period* The base period 
should be euffielaatljr long to avoid ineq[Qities in the aUocatien of eestse 
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HBmjjnm fob cmzRiUB, lan cormxris 

SOBJSCT} Cftse $>-liU • B«rislaa of e«otlaD Z7 



I. In aoeocdaaot vltb ptzvgraph 6 «f th« ASFR irianfcM of 
2./9/5l« thU Sti^ondttM hM preeMdad is tlM radntfttBg of 

SMtlan X7o 

2« nie SobeannlttM has rfvritt«i and "^p"*'*^ the iotro* 
daotory aat«rlAl tn Part 2 of tha Saetiou 4 oort of this •ffori 
ia attaohad. While eooaidarabla tiaa haa ban ^■i'rr't'* la amrtiag 
thiii iatrodoetocy natarialy it ohoald b« aotad that BMh of it Kill 
appear Is the introdttetion of acbaeqaont ?arta* Fwt I haa beoo 
reserved sioea it is iatrodootaoy and eanet ba wlitaa propaorljf 
until all other Parte here beaa roviaad* 

3. Porsoaat to the Mdail^Wibatar agpi— aat of 2/i/Sk» «te 
ASPE CooDtittee and the GCfioa of the Cooptroller vm dLraotad to 
ondertake eartain woric oonom ' r ently "Mith o avffloiaat iBtwotaaaga 
of ideas to iaoorpente all baaie prtm1,pla>*« fiila profraas 
pert is auhndtted ae that tlia ASPR CooBlttee oan ooaplj «ltk the 
direetioooo 

lift TtM OiAo om ai ttee ia aotirely proeeediag villi tte PtfftlfB 
X7 rwrialoa oo « ooa-diy a waaic iMoting baaia* 



E. B* QALUP 



DEPARTMENT CF TSB AKJJ rnrTSTICS 
WASHIMGTON 25, D- C« 

4 December 1953 

lEII0RAi©Ul3 FOR: CHAIRfmN, ASPR COMMITTEE 

SIB^^T: I^oposed Section XV of ASPR, Praft datei ^e«ber 1953 . 

u^ersU-ed meters of /^^^^^ SLJ^e^ 

Subconiittee .iy. ^th ap^^«^on^ar^^ 

posed Section XV upon *^J^^^„^,*fSStiaent that sets it apart from 
Ld experience, has J^PfJ^^ioJ^^r The Contract Settlement itct, 

other elements of the procurement P^<'|^:.^,^viii of aSPR ^ere all pre- 
Z Joint Termination Rfg"lj^°^' J^St pSchasing but «»ere devoted 
pared along a brj.ad background g J^^^"^^^tion. The preliminary 
delusively to the specialised disturbs the Subcoimittee 

examination which ^e have ^de o^^^^ 

^pJo^ifio^orr SosS^^^^^^^ ^• 

a. At no time has the section XV aj^o^^^^^^ 
x^tion Subcommittee for its vie^s^^o^^^^ 

proposed draft of Section ^Jj^^^^Kef f eels'it is necessary to 
S a^rSXfbleTexio? ^^^1 ^ich to prepare and present its 
objections to this draft. 

Albert Alberi, Air Force 
Albert Kbriiblum, 

Lt. Col, Brooks C, Preacher, Army 

BROOKS 'C. RIBACHER, Lt. CoX, ^ 
Sfinan, Section Vm, Siibco^^^ 
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SUBJECT: Case 5>UUi Revision; of Parte 1, 2, 3 and h of Section XV 

!• Attached are drafts/of Parts 1, 2> 3 and h of Section XV which have 
been revised in the light of -toe coniments received .from the various echelons 
of the ililitary Departments^ 

Zm Set forth below are the issues developed at Subcommittee meetings, 
which represent, except for Comment "I", the xmanimous views ' of -t^e Subcom- 
mittee versus those of the .OSD Comptroller's representatives # The' OSD 
Comptroller representatives will present their views separately^ In. those 
instances in which the Subcommittee recommendfif deletion in the attached 
text, the material in question has been bracketed so tfiat it may be 
more quickly identified^ v . ^. 

A# Parat lg*>101(a) (See page 1$01) • The Subcommittee" recortraerids 
deletion of the second and third sentences^ 

The Subcormaittee position is that the substance of these is not 
questioned, but their iircoonce in this Regulation xriLll unduly delay negotia- 
tions by inviting unnecessary requests from contractors for special treatment 
in the contract which iJiight not otherwise occur or be reqiiired^ Ipurtherraore, 
utilization of specific contract provisions to cover unusual circumstances is 
stanclard. procurement practice which obviates the necessity for reference to 
such practice in this Section* . . 

B« Para» l^*il01(b) (See page 1501) ^^^. The Subcomraittee members be- 
lieve that the text, in its present wording, reqizires that Part 2 of the pro- 
posed revision be incorporated in alX costi-reiinbursaaent* type contracts. It 
is felt that this is inappropriate with respect to contracts with educational 
institutions in that subparagraph 15-202 (e) of Part 2 has no application to 
contract costing with such institutions and would, therefore, create confusion 
and liiisunderstanding. It is believed that there should be a separate part . 
of Section XV. devoted entirely to costing of contracts with educational or 
other non-profit .institutions iAich do not use coramercial cost accounting 
systems. Wording which would serve to give effect to the foregoing is as 
follows: 

tt(b) CQst«*Reimbursement Type Contracts . Cost estimates shall 
be developed and evaluated, and reiiiibursements to the contractor 
for costs incurred shall be determined, through the application of 
these cost principles and standards. In the case of prime contracts 
with coriimercial organizations, and with educational or other non- 
profit institutions which have ccfmmercial \type cost accounting 
sy^temp^' Pai*t 2 and Parts 3^ and 5 (as appropriate to the type 
of work called for by the contract) shall be incoirporated therein 
by reference in each instance^ In the case of contracts with educa- 
tional or noniipprofit institutions, which do not have coniaercial type 



^ ^. ■ . '- jiVl^ ^o '';^ ;•. . . 
cost accountinr cyctc:::n, Part' 6 slinii be incoriiorated therein by 
reference in c:ich inotcii.ce, • .'.11 cobt*^Pcii.jburse:,.cnt ^^^e subcon- 
tracts Gliall incorporate by reference the appropriate Part or Parts 
of these cost principles and standards^ depending upon the nature 
of the »ork called for in the subcontract and the type of organiza- 
tion with which the subcontract is lett For the purpose of deter- 
mining the appropriate Port or Parts to be incorporated by reference 
in cost-reiiiiburseifient'tyi)e'. subcontracts the criteria herein outlined 
for cost-reimbursement type prime contracts will be applicable^" 

The above text contemplates assignment of Part 6 to Cost -Principles and Stand- 
ards dealing with educational or other non-profit institutions • Biese comments 
also apply to paragraph l$-101(c)« - . 

t. C* Para^ l5'>10l(c) (See pages l501, l502) W This Subcommittije has 

jJteviously submitted tliis issu6 for consideration on the substitution of^ a new 
paragi^aph Cc) on page 1502 for thfe one in brackets proposed by OSD Comptroller • 
The substitute paragraph not in brackets is the position of the ASPR Committee 
on this issuer" 

*. ' ' » • • - ■ 

D# Para> 15^102 > 3 (See page l503) ^ The Subcommittee recommends dele- 
tion of the last sentence* 

■ .;: 

The Subcommittee position is that this statement is not'^apprjopri* 
ate for inclusion in cost principles as such and belongs more appropriately in 
Section in of ASPR* - " 

E. Para-a lg-105 (See pages l505, 1?06) 

(1) ^ It is recommended that the second and third sentences and 
the first word of the fourth sentence be deleted* (See page 1^05*) 
The Subcommittee position is the same as for 15-102*3 above* • 

(2) The Subcommittee recommends deletion' of ^*t^e lasA eentence* 
(See page 1506*) The Subcommittee position is that tliis last sentence 

' is an open invitation to contractors to conceal or withhold actual 
product costs in favor of presenting only product line' costs where it 
is to their advantage to do so'* ASPR 3-101 provides that procurement 
by negotiation - . 

• ' » . . '■ 

"will - be made to the best advantage of the GoverTraent j 
price and other factors considered* Negotiation shall 
thereupon be- conducted, by contracting officers and 
their negotiators with due attention being given *o 
the following and any other appropriate factors: 

(a) Comparison of prices quoted, and consideration 
of other prices for the same or similar supplies 'or 
services, with due regard to production costq*'^ 

The reference to ^'or similar* supplies or services" in the above quota- 
tion from Section III is adequate without reiteration in Section XV, 
to perriiit use of product iihS costs When dnly such costs are . available^ 



2 



The sentence in the prppos.ed ASPR 15-10$, whicji is -recqramended -for 
deletion, ■wo\ild "'i)ijiiiii't an' option :to. the conlirgtc^tor which would be 
contrary to the best advantage,. of the Government" in those cases. 

. in'wliich the actual 'prodUcli 'c^^^ are. available, and its inclusion 
"in order not to iiripose impractical requirements on contractors for 
cost estiraates" is considered/to -be .both dangerous und contrary to 

' existing fundamental policy^ . 

F» Para» 1$«>106 (See page 15C^) • The Subcommittee recommends dele^ 
tion of the last two sentences and paragraph references^ 

The Subcommittee position on this recommendation is the same as 
that taken on Para, 15-lOlla; above* , . ♦ 

Gt Para> l5-106| (See page 1506) m The Subcommittee recommends dele- 
tion of this entire paragraph* 

The Subcommittee position is that this reference to the Internal 
Revenue Code should be deleted since U) the Code was not designed for deter- 
mination of costs under contracts, (2) the Code is subject to constant change 
by laws, regulations, and court decisions, and (3) riiilitary contract negotia- 
tion and adi-iinistration personnel are not trained in .the intricacies of the 
Code nor do they have re^dy access to the Code or its revisions, or the time . 
required to .keep up with the changes* 

H* Para, 15*110 and 10-111 (See pages l508, l509) - Ihe wording of 
these paragraphs places undesirable restrictions on the operations of the 
Tiiilitary departraents in the conduct of their business* 

The Subcommittee position is that no necessity is seen for such 
restrictions prospectively nor are any past events kno:m which would offer a 
justifiable reason for language more restrictive with regard to this proposed 
Section XV than the treatment afforded the other sections of ASPR as contem- 
plated by the currently proposed revised paragraphs on implementations and 
deviations in Section I of this Regulation* Moreover, the reservation to 
the Office of the Secretary of Defense for exclusive judgment as to necessity 
and consistency as contemplated by paragraph l$-110(c) is inconsistent with 
past practices in xaatters affecting ASPR*. 

I, Para> l5«311t2(a) (See. page- 1^13) - The Subcommittee recommends 
that an assignment be made to the . Editing Subcommittee to develop a standard 
contract clause whereby the Government may exercise its option on the pricing 
of materials and inventories at the date of •ttie contract in a manner consist- 
ent with this subparagraph* ^ • ■ ' * = 

Para* 15-311* 2<c) (See pages l$lU-l5l6) - The Subcommittee recom- 
mends deletion of the paragraph in brackets proposed by ;the :fi6D C 
and the substitution therefor of a ner paragraph, sis^ drafted' .by liie Subcommittee 
on page i5l6* ' ' • 

The Subcommittee position is tliat ii>s redraft has iiie desirable • 
f eatxare of emphasizing treatment of inter-compai^ sales on the basis of cost 
to the transferor and of deemphasizing any interpretation which might result 
in the pyramiding of profits* . 
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K# Para» l$»313»3(d) and (e) (See pages 1531 j 1532) • The SubcoimnLttee 
recoriimends that the bracketed material in these two paragraphs be deleted. 

The Subcommittge- position is that the material which it recommends 
for deletion would permit a contractor to elect the deprieciatLon of assets on 
the basis of an appreciation in their value by reference, tb* "current price 
levels by the use of a general price, index." -«Such a cohcept is objected to 
for the following reasons: (i) it .will result in an unwarranted additional 
cost in Government procurement, (ii) in periods of rising prices contractors 
will take the election, of using current market index but- will resist its use 
in periods of falling prices, (iii) a substantial administrative burden is 
created for contracting ^officers and auditors since current book values would 
never be static, and (iv) the concept is not generally recognized by the 
accounting profession. 

L# Para. l5'">313#9 (See pages 1537-^1539) • The Subcommittee recorariiends 
the deletion .of the bracketed paragraph proposed by OSD Comptroller and recom^ 
mends adoption of the revised paragraph on page 1539 as drafted by the Subcom- 
mittee* 

The Subcommittee position is that reoonversipn costs, except for 
the' removal of Government property and restoration and rehabilitation costs 
caused by such removal, are incurred for the benefit of future production and 
as such should be properly charged only- against future production and not . 
against past production. This is considered to be in conformity with commer- 
cial practice in that reconversion costs are normally charged to the new line, 
of business rather than the one being discontinued. As applied to Government 
contracts this means tliat we would pay the cost of converting the contractor's 
plant to our work but we would not pay for reconverting back to comraercial 
work. It may be noted that at the end of WWII a definite stand was taken 
against allowance of these expenses • see the cost principles included in 
Appendix A of the Joint Termination Regulation which, under the category of 
excluded costs, reads as follows: 

(b) The expenses of conversion of the contractor's facili- 
ties to uses other than the performance of the contract. 

The Subcomiidttee very strongly feels that procurement should be accomplished 
on the basis of reasonable profits to contractors for the work that they 
perform in producing end products as being the contractor's entire .jconsidera- 
tion in entering into Government business as compared with remaining in 
commercial business and that the allowances for reconversion doSts shoiild 
not be used as an inducement to contractors to accept government business. 
Moreover, on the basis of past unsatisfactory experience, it is known tiiat . 
such costs roay run to yery substantial dollar aiaounts.' 

Para. l5^330»6 (See page 1559) The Subcommittee recommends 
-deletion of the bracketed material • in * this paragraph. * ■ *: ' * 

'' ' ' ' ■ «t • ■ • 

The Subcommittee recommends this deletion since it is believed 
to be inconsistent to recognize a cost policy for lower tier subcontractors 
which differs from that for prime contractors or their first tier subcon- 
tractors. Further^ many cases exist where^ pritna- contract ^^-e also sub 
and lower tier subcontractors^ * 



3« Paragraph 15*350 (See pages 1563*1565) of the Revision conteniplates 
the deletion of the existing text of ASPR 8«U02 and tlie substitution of an 
appropriate cross-reference to the revised Section XV. .It is recoiiiraended 
that the paragrapli be reviei-red by the Section VIII Coimiiittee# . 

Since the Subcoxnraittee effort was directed principally toward the 
basic concepts of the proposals in accordance with the instructions of tlie 
ASPR Coriunitteej the necessity for extensive editing is recognized^ . 



Jt Vim Railing, Lt, Colonel 

R» Vim Kee 

E# T. Cook 

A« Cf Sawallisch 

E, T» Critchlow, Lt« Colonel 

At B. Thomas 

lU ll» Gallup, Chainoan 



SSR ,^ .16 Ootdbar 1953 

MEMDRASDUM FCB THE GKAJRHOi* ASPRvCOWOIini, 
SDBJBCTt Oae* 5>2ib« Baviston of Sadtion X7 : 

lo ThLk &beoiaaittee atteodisd tii^ ASFfi Caonitted iaeetliig oin 
Oorteber 13, 1^3 and was Instructed (A) to rsvise ilia draft of 
I5*ica(e} to atste tba nae that «iU be oade of SaetloD X9 by eon* 
tratting officers in nogotlating revised prices and (B) to draft a 
elana^ ineorporating Section ST in price redstennination and laoentive 
clansds*. , . 

2c VLth respect to problen (A)» It is believed that the SiaDcomBlttee 
la la baste agreement vtth the intentlcn of the use irtjlch will be made 
of Section 57 by the oontraeting officer under redetexnlnatiott awl 
incentiye dauses. The probloiB at the Sttbcommlttee level cqjpears to 
be a choice of Mords to properly eiqpreaa that intention eo that there 
will be no confusion in anyone's 9lnd, It is not Intended by in» 
cortjoration to place a lever in the contractor's hands. It Is con- 
templated that the neabers of this Siibeomnlttee mil be present at the 
meeting to eatprcss themselves en this matter. However^ the Ghaiznan 
of thia Sobeonmlttee in an attaapt to clariiy the problem beiisves that 
everyone agrees that it is intended that Section X? be used only as a 
yardstick In evaluating the contractor's cost eatlaeteB. Snd it is not 
Intended to use it to establish 4he price. On the orl«inai draft the 
word "eriterU" appears to avoid the conAislng phrase "as a guide" vhlefa 
appears in the esdsting departmental instmctiooe ngardlhk the nse of the 
present Section XV in redetenalnatioti proceedlngso Ihe ULnston Uetlcnaxr 
defines the wrd "criterion- to wan «a standard by i*l«*TwwSt 
Jttrtgaent can^be fomed, measure, test." Set forth below Is a revision 
of para. l5-lQl(c) with three alternate second senteneeat 

4 "^"^f^lf) ' i« to«*t , One of severid factors t^ 

^ ♦^Uf^^^**'i*'° !£ ^ »»gotiating settlements in the event 

of temdnstion for the conveneinoe of the OovBrnaBnttf . 

.gJSaateJl) - Hben considering cost data aa a basis Ibr 
iSg2l^;OTagi ^as required by paragraphs lgrlQ3 jmd iJ>-lUU) the cos t , 

S2;*'S^"''*f*"^"^ contained in this section SiTbe useTae ' 
critCTla for the evaliMtion:^ dHa 

^Alternate (2) » «>en consideriMr Ho*;. ^ vppj^P ^ - - < 
^SlJ^^TasTS^ied by paragraphs 15-103 and 1^ iOU) cost prl ndplee 
ano^standards contained in this section Shall be need as crtterStT^^ 
gAde 1^ commanding officer in the enrrfLni^AAn of eost''aaCr8nrane(l 



r«<iulred by psragraphe 15-X03 mid l5*lflU), the eost prineipleB aufl 
staadords contained in this seotlos shall be used as criteria to enida 
the tonaaadi ng of f icer in the evaloatioa of oost data eubaltted bS 
eontractora* 



Biia^pliee to pre-award nesotlatione, nesotlatio&e duxlng or imon 
completioii of the contract, and sesotiationa in the event of tendnatioa 
«**L^® oonvonietoeo of the OoTernmeato Jtecoidingly, Part 2 and either 
Part 3, U, 5 or 6 (whiehevar ie appropriate to the type of work called 
for by the contract) will be Inoozporated by reference In (1) tte daoae 
of every contract entitled teradnatton for the convenience of the 
Oovernaeat, and (U) in an price redetensUiaUon and incentive ^uses. 
Such incoxporation shall Aarther provide that aadi parts will be used as 
the basij for the development and subBdeeloo of cost data ly the eon* 



3o With respect to problem (B), Sttbcojaalttee drafted the ftollGHias 
proposed provisioa establishing the proper tone for incorporation^ 
recognialng that the placement of the provision in certain clauses 
win necessitate a proper introdnction and revised wordin*. Ihe clanae 
agreed ipon is as follows 8 »*«»bb 

"Whenever cost data are required by this taaiise to be Mbeltted 

S^+J^t.*' *^ subadtted shaU be developed in accordance 

With the cost principles and standards set forth in Sts 2 ST^^ 

tlT^'^fJ^J'^ the W Seivlces I^corement IteJidSlSn h^by~ 
incorporated herein by reference for thie pwposeo" ««^«oy 



H, H. QtHLVP 

Chaiittaa, Svbcommittee on 
Seotlon X7* JUSPR 



4Ooto!b0r 3^3 

. ?^ jg}^ - Should Soeti^ Xr provite llv tte fiwlnaiop of tte MvlMd 

oost prLodpifi* in eoatoaot vltfa pvoiisiai f »«il»tcralaAlioa of tto ttIiw 
cr an ioBonfelvo iea«nM on « aaxdatoz^ ^ 

ggyy^^ - Baoragrsph ]5!»10I(o)» aa ctlv^olKtod to «1» edialaM ftr 
caaoenty pewideo for tho oaadatcry tiwlwalon cif ii raferiaoe to Soeti«n If in 
^jpAoo redete ntrtjwtton and isfisstivo olaoaaia; Si» #«a» pataeerali spovided 
tbat, lAxoi Sootstqn W taeoaeporatad In aiioh fOaaim Ite fttUoii& waiild te 

"Cast is bit «oD of aewal faetoani to bo eoB«id«rod la tito 

wgotiation of prloea 3ki bonoLderiiie ooat data aa a baaia 

for BBgotlAt&Miy the o6at'pirlnal,jilBB and aitttdaxda '*^-^ m^ la thia 

Seoticm flhaU te iiaed «a orltoorU fdr tte AtaSaa^ 
siifamLtted tor oontoaotoM* » « • •« 

It ma oonteaosOatod Igr Ifae Ssbooontttao that an approprlato praviaiML ii^^ 
S^iS"^ SSfS Aoja v«t«fcion,^i^ be davi£»£l ftTiatfluLai 

in all pri«e xadotentfdtation and iaocntlvo 

1^ Snbooaalttoo P«*i»1t!fflniT « 

*» «• H. oauap ara for «aDdateBe7 todtiaifln tar ibi tdSlmSSg 

(1) Coat aatinatoa mflnlttod W tMtttraatM jctoo w» 
datesniiiation or laooitlvo alaaato ava no dLffoMnfe itm ooat 
oatinatoa «dnittad la «vi«;taal -artidaf -aflaatoaafe ^^fa wn «M>fet fm .' ' 
1,0. aotta fflBmOaa, foldM, or crltaria mat oocLat to a^ala^a^^ 



«ODtaca«tarat ooat aiatiaatoa* WxtA la Iha ioSio iVMaa tte 
porttaa of pammik a$-aflUa) «a iat f oHIi ia tba^cna iiaa 



« J!? ^ «W*Uti a ndtaitiakaatloa W Motia^ ooeigbadl^ 
atUtstog SaetlaB XT* Ihoa radot«n8iali« m no i^aod biSa* 
thoa Bi fl) ao ( | B an tly tendaatdag ob tta baala of Saottoa 7Bi Mnlta 




ill nm^mxSSovs^i^c Ihe primaxy purpoeo of the revised cost ^ i 

pdneiplos ^as to fasro a i2Z)lfom 1^1^ Ibr saJmifiaion ^^^^^c^ 
o^uEition of all cost ostiaatesb ^ 



Lto CoI# Ja Ho Bailing cooeuss uith tte snandatoay viBW but rsso!^?^ 
decision Tmt£.I the is2corpQ9»tioa cl^^ 

^; , *^5<, Optiojael i^^ « Colo E« Vo Eeater, Ltc Col. Ha To Cyitda- 

and l^fv Ao C» SsEani^^ cpticnel ixselusion becmxses 

I (1) I'Hm re^ct to pricirsg^ Ihis ^losopi?y tenda to aa 

j o-irai^eB^aiasis oft o^t^ in Hera of j^eo^ Pxdce ie th© irapoptaat 

factor 6 Cost aaal^jrsts^ Blthaa^x a pria© techniqao^ but 
i of ms^r teciauiqi^s or yardflticks sTOiXahle to a MgotiatoTc it 

is coopered that tha s^usdatoiy feature of this draft liill eauae 

feth Gavr^rmmt negotiators and contractor© to bec^ee preoccupied 

i5ith costs to the detsdsient of aoimd priciage 

r (2) TkB i&sndatory feature of ti^eo proirieions oen result 

acHir in pjc^ohmged aegotiationSi, In ths absence of explicit ia-» 
(3truction& as to vhat detailed infczmiiQSi ie to be ftamisbed in 
cost estiiaat^s by prospsctive contractcrd (o-Uier than 12iat sich 
iaforsaaticn Ernst conf era to tte principles) ^ ^ tr^ej^^f^jj ^^ f^^ 
t$ill arise^ and there be a natural teMency on the part of 
nsgotletox's to ask fee* ssore detailo Qocd vendor relations^ h05p» 
e^er^ dictai^ that infomation be obtained frm prospective 
contractus irith a n3,niiyim of discoeifitaree Here iz^rtant^ 

; the^^e viH be ^gaands fifom msmy cmitractors that ^ecdfic it^os 

i of cost be spellBd out in fiaced price contracts subject to price 

redeterxaination^ Based <m er^^erience izoder Section X7 as it 
applies to cost reiHibja?aabl0 cOTtapacts, it «i3i take tiiae to 

1^ resolve xoangr of the differozices of opision asKl j^^^ 

i that are bound to arise in th^ 



(3) More es^^hasis HiU be placed on audHts than heretofore r^. Y,4S 
bQT buying personnel in the pricing fieildc Overesi&asis on audit 
is currantlj'' recognised as a difficult problm^ and procures^t 
and audit personnel of the Air Force have been attesi^tiztg t^^^ 
sdnixidLs^ this prdblsBu, Hwetofore^ the s^gotiator had to be 
prepared to defez^ a pzlce<» As a result , of this sandatory cdsn^ 
cept he idll iiO£f have to defeoi in additLon to the price the 
BhsmatB of (BMt eoaqxrising the price ^ To satisQr faii&self la ^ 
this regaxd he mtst naturaUy rely mre and oore on audits 



5^6 It is x^qt^sted ^^ ASPR Ccraslttee e^Nsditd considaration of tM^ 
issue since it affects certain portions of Parte 2 and 3 of the Soiition^.vhich > . , 
this SubcoEBaitt^ is about tb revieve , . ' , , ^ ' - k . . 



Mm H« GALLUP 
SecticB: X7 SttbcQsoaBLttee 
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OFFICE OF TliE ASSISTANT SECRETARI OF DEFENSE 
Washington 25, C. 

Supply Sc Logistics 17; September 1953 . 

MEMDRAiTOUll FOR THE CHAIRillN, ASPR COIfiCETTEE 
SUBJECT: Case 53-lUi - .Revision of Section XV - Contract Cost Principles 



I. PROBLEtl: 

To amend the report . of ,the Patents Subcommittee on the subject 
material in memorandum dated l6 September 1953, in view of action by 
the ASPR Committee at its 15 September 1953 meeting-, rejecting the 
Subcommittee's proposal for a paragraph 9-107 #6 dealing with the prob- 
lem of allowance of costs for support of contractors' programs for both 
product research and improvement and for general research. 

II. RECOi^DffiNDATION: 

Referring to Tab A to the memorandum dated l6 September 1953, 
delete proposed revision of paragraph l5-313*ll(c) and substitute the 
following 5 

"(c) See paragraph 9**107 for instructions as to patent 
rights to be obtained when research or development work is 
called for or required in the performance of a contract or 
when allowances are made for costs for product research or 
inprovement . 

III. DISCUSSIONS 

1. While the Patents Subcommittee report commenting on subject 
case is dated 16 September 1953* it had actvially been completed and 
processed for reproduction on lu September 1953. The report of 
16 September 1953 was predicated on acceptance by the ASPR Committee 
of the proposal for a new paragraph 9*107.6 contained in Tab A to the 
Subcommittee's report on Case 52-77 - Revision of paragraph 9-107 - 
Second Proposed Revision of Section IX, contained in memorandum for 
the Chairman, ASPR Committee^ dated k September 1953. When the last 
mentioned report was considered by the .\SPR Committee at its meeting 
of l5 September 1953, paragraph 9-107.6 was rejected. It is therefore 




necessary for the Patents Subcommittee to revise its proposal for 
paragraph l5-313*ll(c) in its 16 September 1953 report to conform 
with the action by the ASPR Comioittee. 



jfeorge W. Seevers (Navy) 
^wwy.i. Hill, Capt, (*j:iny) 
Frank D. O'Connell (iUj Force) 
Ray 6; Harris, Chairman (OSD) 
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TAB B 

^ • 16 Sept. 1953 

ASPR 'CO^qMtEE 
PATENTS SUBCOIMTTEE 

■ Case 

Proposed Revision of Section XV - Contract Cost Principles 
Proposed Revision of Proposed Paragraph 15-313. 11 

15*313 #11 Research and Development s Research and development ex- 
penses are incurred either as a result of work required in performing 
the contract or for programs of general research or 

product improvement maintained by the contractor, which programs are 
separate from and independent of the work which the contractor does for 
his customers under contract, and mcast therefore be supported by the 
contrc?tctor from his profits or personal funds, or by grants, or by 
charging to his customers as indirect costs in their contracts . 

Product research or iirprovement is that effort which is directed 
tovard the solution of specific problems encountered in the design or. 
production of a particular product which has or is anticipated to have 
militarj?- or commercial use. General research is all other research. 
In the e\''ent tliat product improvement is done under the name of general 
research or if there is confusion between or intermingling of general 
research and product improvement programs of a contractor, the total 
effort shall be regarded as product improvement. 

The costs of programs for product research or inpi-ovement or for 
general research are subdivided into costs of conducting and performing 
the work under such programs and costs of administering such programs. 



) 

(a) Work Bequired Under the Contract s Research and development 
expenses required or approved by the contracting officer in perforraing 
the contract are allowable as direct costs. 

(b) Costs of Progratns ^ Costs of programs for product research or 
improvement or for general research are not allowable except as specified 
hereinbelow: . 

(i) The proper share of the indirect costs of administering pro- 
grams for either product research or improvement or for general 
research is allocable to all classes of work, including Department 
of Defense contracts. 

(ii) .Costs of conducting and performing the work under product 
research or improvement programs are allowable in Department of 
Defense contracts for supplies or services but only, to the extent 
that the T-Jorl: done under such programs is applicable to said supplies 
or services. Such costs may be allocated to DOD contracts vdth the 
fclloTTing limitations: 

(A) The costs are cuirent, i. e., are incurred in the con- 
tractor's accounting period or periods during viiich the contract 
is performed. 

(B) The costs are incurred in accordance with the contractor's 
established practice. 

(C) The costs are not reimbursed to the contractor under 
separate contracts for research or development. 

Sueh &ostG shall not be alStoiBrcd in n<» allocatod to ficpartnaent. of 
Dofcaase eoatr^j^icts for pr<E^duc>.!b *as«a«roli smfl itorQlopnent. 



t;,b B 
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(iii) The cost of conducting or performing work imder general 
research programs is allocable to all classes of wbrk, including 
Department of Defense contracts, and may be allowed with the follow-p- 
ing limitations: 

(a) The costs are current, i. e«, are incurred in the Con- 
tractor's accounting period or periods during which the contract 
is performed. 

(B) The costs are reasonable in amount, 

(C) The costs ar^ incurred in accordance vxitli the Contractor's 
established practice. 

(D) The costs are not reimbursed to the contractor under sepa- 
rate contracts for general research. 

(E) The contractor's organization is not devoted primarily to 
research work, as distinct from manufacturing. 



TAB B 
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OFFICE OF TliE ASSISTAIv^T SECRETARY OF DEFE^ISE 
Washijigton 25, ,D, C . . 

Supply & Logistics 

16 September 1953 

MEMORANDUM FOR THE CHalRMoN, ASPR COMMITTEE 
SUBJECT: Case 53-lili - Revision of Section XV - Contract Cost Principles 



I. PROBLEI^: 

To coinment on proposed revision of Part 3, Section XV, dated 
I8.;.ugust 1953. 

II. RECafffiNDATION: ^ 

A. The Patents Subcommittee recoinraends as follows: 

1. In paragraph 15-^313. 11(a) and (b), change the term ^'product 
research and development^' wherrever it occurs to product research or 
improvement ~* 

2t That paragraph 15-313. 11(c) be revised to read as shown in 
attached Tab A. 

3. That paragraph 15-313.12 be revised as shown in Tab A. 

B. The Patents Subcommittee attaches as Tab a re-write of para- 
graph l5-313*ll(a; and (b) which it believes states more definitely the 
intent of this paragraph and which will avoid misinterpretation and mis- 
application of the paragraph. 

III. DlSCUSSrai: 

1, Reason for Recomraendation 1 is that the term "product improve- 
ment" is believed to be in current usage to a much greater extent than 
"product development" for describing the situation to which the defini- 
tion refers. 

2. Revision of Paragraph 15 -313. 11(c) is recommended for the 
following reasons: 

a. Cost allowances should not be dependent upon whetlier patent 
rights are obtained; rather, patent rights should be obtained whenever 
amounts for costs are allowed in sufficient quantity or proportion to 
justify an equitable division of patent rights developed with Govern- 
ment funds. 




b. Patent rights should preferably be expressed in terms of 
a license to make or have made rather a waiver of royalties. The term 
"T-:aiver of royalties" is generally thought of as applying to the follow- 
ing situations: (l) where the Government is purchasing from a licensee- 
manufacturer who pays royalties to. the licensor patent owner, or (2) where 
the Government is itself a licensee under a royalty-bearing license. It 
is not custtanary, nor is it accounting policy, ever to allovx patent 
royalties to the patent owner who is also making and selling the item 
covered by the patent. 

c. The subject matter of subparagraph (c) is of substantive 
natiure dealing with patent rights, and therefore should be in Section IX. 

3. Change marked "W" in 15-313. 12(b) is urged for the following 

rcr.sons ; 

a. The statement that ^'Royalty costs may not be bona fide 
under the following circumstances" tends to imply that they are not 
bona fide in such situations, especially in view of the terminology 
used in describing the situations. It is believed that there should 

bo no ia]5lication of a connection between bad faith and the circumstance, 
but r^^.ther a suggestion that tlie situation is one in which bad faith is 
more likely to occur. 

b. There, is no reQ\iirement in the language of the 18 August 
1953 draft that the situation be reviewed or examined. 

h* Change marked ''X" presents third and fourth situations wliich 
are self-explanatory. 

5. The recommendation for deletions from paragraph 15-313. 12(b) 
of the matter designated as Change *'Y" is for the reason that this pro- 
vision with respect to reasonableness of the royalties in a bona fide 
agrce^iont is basically unfair to the contractor. Notwithstanding the 
fact that the royalties are payable to the persons named in subpara- 
gr^iphs (b) (i) and (ii), the obligation to pay the royalties is a con- 
tractual one entered into by and between competent contracting parties. 
Therefore, while the Government because of its control of tlio situation 
mii^ht disallow the payment of the royalties to the contractors ^s a cost 
in a cost-typo contract or as an clement of price in a negotiated fixed- 
price contr?.ct, the contractor must, nevertheless pay the royalties. Dis- 
allowance by the Government of the royalties provides no relief to the 
contractor against his obligation to the licensor. He must therefore 
pay the royalties out of his profits or out of b&o separate funds. The 
Patents Subcommittee docs not believe it is fair to ask the contractor 
to do this. There is no objection to the disallowance of the royalties 
if they are not bona fide, or if they arc obviously unreasonable, on 
the ground that here the contractor is only being penalized for his 
own incompetence or attempted sham. 



TAB A 

16 Sept. 1953 

ASFR COMMITTEaB 
PATENTS SUfiC(»IMrTTEE 

Case.. S3-Ut 

Proposed Revision of Section XV - Contract Cost Principles 
Proposed Revision of Proposed Paragraphs 15-313. 11(c) and 15-313.12 

(C(»1P0SITE DRAFT) 



15-313-11 



(c) At the option of the procuring agency, cost allowances fo 
research and deve^^ogn^nt^ may be made contingentjipoTT^e contractor 
agreeing to waive any royalty.,.QhaTges3^^ patents previously 
obtained or which msLy be obJairtgH^in^e^f^ work, to the 
extent such r^^altles are applicable to defense worlcT* cither directly 
jor i.ntf£rectly. 

(c) See paragraph 9-107 for instructions and an appropriate con- 
tract clause securing to the Government patent rights when there is 
allowed a cost, either direct or indirect, for product research or 
improvement or for general research. 

l5'>313#12 Patents and Royalties . 

{a.) Amortization of the cost of purchased patents owned by a 
contractor applicable to products or processes covered by a contract 
is an allowable element of cost to the extent reasonably allocable to 
the contract. Research and development costs leading to patents are 
treated in paragraph 15-313.11. 



TAB L 
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6. There is also the objection to the matter proposed to be 
deleted in Change "Y" that the test as to the amount of the royalty 
ch?.rgc which is to be allomsd appears impossible of application. How 
vrould the amount which would bo allowed to the contractor under the 
provisions of 15-313.11 if the pr;.tent were owned by him be determined? 
Paragraph 15-313.11 is related to costs of research or development work. 
\'Jhnt r.re the costs to this contractor of research or development work 
which he did not do and T*iich he might not be equipped to do? Over 
what period of time, are such costs to be considered? It should also 

be pointed out that there is no correlation between the costs of research 
and development work and the vr'.lue of the patent produced under such 
work. 

7. It is believed that change marked "Z" in paragraph 15-313. 12(c) 
is -nore completely descriptive and more informative of the situations in 
which, or methods by vrhich, the Government may have acquired patent rights 
than a mere reference to Section IX. Also Section IX docs not begin to 
cover the situation. 

PATENTS SUBCOMCETTEE 

George W. Soever s (Navy) 

HUl, Capt. (Army) 
Frank D. O'Conncll (Air Force) 
R^/k, Harris, Chairraan (OSD) 




Attachments 

1. Tab A 

2. Tab B 



- 2 

- Prop. Revs. 

- Proo. Rovs. 
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) 

(b) Royalty costs are allowable if bona fide and reasonable. 
Special care should be exercised in determining reasonableness of 
royalties in cases in vdiich amounts were arrived at as a result of 

C W less than arm's length bargaining. Royalty costs way He* be beHa £hAe 

H .. 

A Hftde? should be reviewed for bona fides or reasonableness in the f ollow- 
N . . ^/ 

G ing eiFeHPeisbftees situations ; 

(i) Royalties are paid to persons,, including corporations, 

affiliated mth the contractor. 

. (ii) Royalties are paid to unaffiliated persons, including- 
corporations, upon piatents formerly oxmed by the coiitractor. when 
the costs of such patents or the research and development .work 
thereon were substantially recovered through charges against the 
costs of defense business. 

♦ . 

C X (iii) Royalties are paid to unaffiliated persons, including 

H ^ 

A corporations, under an agreement entered into in contemplatibn 

N 

G t hat a Government contract would be awarded . " - 

E ' ■ .... ^ 

(iv ) Royalties are paid under an agreement entered into after 

the award of the contract without the approval of the contracting : 

■officer . 

C 7 iH eitkeap ease ^i) ep Feyaltiee wil3: be S^imited te enek ekaapges 
H 

A ae mi^gki be de^emiaed hi tke ^teHt wepe ewned by tke ee&tpa^tep in 

N 

G eeeepdanee wi^k 4ke ]»9ev4e^eRe e£ ti»^e ^Fagpai»k aiMl paFagpapk ]k$*3^3v3b]t 
peSsft'^ive ^e peeeapek amei devei^e^HeHt. 

(c) Care should be exercised in preventing charges for the \jse of 
patents when the Government, in fact, already has rights to such patents • 
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C Z ISee See4j:ea iXy AgPR) The Government may have obtained a royalty free 
H 

license or title to patents as a result of contract clauses such as 
N " ' ' """" ■ 

G contained in paragraphs 9-10? or 9-112 /" 9-112 is renum bered 9-108 in 
E ■ 

the Second Proposed Revision of Section K 7 as a result of settlement 
of claims, as a result of the employer's right in employees' inventions 
provided under E. 0. IOO96, as a result of a royalty ad,iustment settl e- 
ment, or as a result of s^arate purchase or gift . 
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OFFICE OF TIHJ SiaCrJJTARX OF DiiFHNSB 
V/ashlaGton 2^^ D. C. 




2U July 19^3 



muamm for the ouismaii, ashi cuiiriHTiSE 

SU::)JEGTi Proposed RevlsioA of SecUoa JC7 



lo This SabGonaittee Is presently considering the baaic 
conc^ta of Part 3 of sub(3ect Hevialono 

2« In- reviewing paragraph 15-313 •l^ entitled Taxes, this 
Sxxbconriitteo took the position that questions co looming vihat 
taxes uhotad be included in contract estimates and reiinburss- 
flwnts are prJjuarUy teclmical questions of policy and law which 
do not fa3.1 vithin the departmental responsibilities of tlis 'ub- 
coaxLttee members o 

3o In view of tho above^, it in rsnaninonsXT" i-'^corrr-ended 
that paragraph 15-313.15 be referred to tlie Tax Gubcoitiittae for 
accelerated consideration of the basic concepts vhich siiould be 
included in the proposal for coordination pujyoses. 



He H. GALLUP 
Chairman 

Section X7 SubcoiiMittea 



24 July 1953 
PBOPOSED REVISIOM 
OF 

3ECTI0H m 
COMTRACT COST PRINCIPLES AND STANDARDS 

15_000 SeopB Qf Section . This wction sets forth, in general, principles and 
standards for (i) the determination of costs under contracts with a Department, 
and subcontracts thereunder, ^ch provide for the detemination of the histor- 
ical (actual) codt of performance thereof and (U) the preparation of estimates 
of cost used in tl» negotiation or administration of contracts nith a Department, 
and of subcontracts thereunder subject to the review or approval of a Department. 

15-001 Effective Date of Section . This Section shall be complied with on 
and after , 1953* althouj^ compliance is authorized from the 

of its issuaa^. 

P^OT I - IMTBODUCTIOM 

15-100 a ^otM of Part . This part sets forth instructions concerning the 
use of the contract cost principlBS and standards* 

15-101 AppU«?a^U1fy> ^The cost P^«iPi;%*^J,!j^*jj!,"f fr1art°6 
Part 2 of this section, as implemented b7 Part 3, Part 4, Part 5, or Part 6 
of this section (whichever implementing part is appUcable) shaU be followed 
in the preparation of aU cost data used in the negotiation and administration 
of contiacts with a DepartaBUt and of subcontracts thereunder which are subject 
to the approval or review of a Department. In addition, and subject to the 
requirements of paragraph 15-104, these cost principles and standards shall be 
foUowed in determining cost under any contract with a Department, and any 
subcontract thereunder, vfcich provides for the detexmination of the historical 
(actual) cost of performance thereof. Except as otherwise specifically provided, 
the same cost principles and standards of this section apply to the preparation 
of cost estimates a^ to the dBteraination of historical (actual) costs. Nothing 
contained in this section shall be construed (i) as prohibiting the absorption 
by the Contractor of aU or any portion of any element of cost or Ui; as re- 
(rairing the allowance in the negotiation of contract prices aU historical 
(actual) costs determined thereunder, 

15-1G2 Oae of Cost Estimates . In general, cost estimates shall be used 
in negotiating contracts, and modifications thereto affecting the contract 
cpnsidexation, unless other adequate vaUd pricing criteria exist. Though not 
necessarily adequate in any given situation, examples of such vaUd pricing 
criteria ares 




SUBJliCT: Bevision of Section X7 Case S>Ji 



!• In accordance' with item 15? of the minutes of, the ASPR Coiranittee 
meeting of 9 June 1953# this Subcommittee proceeded on ah accelerated 
basis ..to consider Parts 1 and 2 of the Deputy C5oraptroller«s proposals 

• . *. * 

2# The Subcommittee's initial consideration of Parts 1 aiid 2 has 
been com{)leted and attached is a Second Draft of -fixese Parts^ Agreement 
.was reached I'd th representatives of -ttie Accounting Policy Division <OSD) 
except^ for Hie below li.sted additiorial changes which are unanimously 
recomended by the Subcommittees 

' ' ■ ' ■ 

a« Delete paragraph l5*->102» The explaojiatory Jiaterial in ' • 
this paragraph is more appropriate for Inclusion in a : . = ' 
. preface, news release or some other media of publication* 
It'is rQCogfflLzed^^.t^^ this paragraph may have some value 
for indust??..al. coordinatioa and if left in for this purpose, 
should be .d^le^ied; prior to publication* 

b* ReW^e par^gyjtph! Ig^lPg * Revised paragraph should define 
which ?3arQgra^s :pf Parts I and II (in addition to 
subse(iuent par;tj^^^^ are appropriate for inclusion in 
contajacts .M "cos^ principles and standards* « As an 
initial consideration, it vjould appear that all of 
Part I and paragiraphs 203^ 20l», 20$, 20?^ 208, 209, 212 
and 213«1 are not appropriate for inclusion in specific 
contracts* This recommendation can be best accomplished 
by segregating into different Parte the paragraph to be 
incorporated in the contract and those of an administrative 
and diifoxinative nature* 

c* Delete paragraphs l5i»202(c) and l|-208* These references 
to the Internal Revenue Code should be eliminated since 
(1) the code was not designed for the deteiroination of 
costs under contracts, (ii) the code' is subject to 
constant change by la^7s, regiaations, and court decisions, 
and (iii) dlitery contabact ' pfifeaWacttoa «a& adkstsistratlon 
personnel are not trained in the intricacies of tiie 
Internal Revenue Code* 




dt The last sentence of l5"»2D3#3 and the second and 
third sentences of _15**20f; clSncern selection of 
contract type and Tbelong more aRpropriately in 

ASPR Section III* Hpweverj pending fcoverage of ' 
* these subjects ip Section HI^ there appears to be 

some justification for their inclusion here« 

6«* Delete paragraph 3^207» This paragraph relates to 
profit policies arid ttie ASPR Committee has appointed 
a Subcommittee to undertake the formulation of policies 
in this area* This paragraph has been revised for the 
benefit of that Subcommittee and it is. recommended for 
referral thereto* Upofi the adoption of a DOD policy, 
cross«-reference thereto in this Section is recommended* 

3* The Subcommittee did pot consider that its assignment included 
"^coordina-tion responsibility idth other eleiaents of the military departments* 
Attention is invited to the fact that the adoption of this Section wuld 
requix^e the sinoltaneoxis adoption of a change in Secticm VIII#' It is 
also ipecognized that ed3.ting is essential prior to publication* 

li* Consideration of Part 3 of the proposal is being continued wi 
a three meeting* a week schedule and a final report will be submitted 
when, the project is con?)leted* 

• . ■) 

.Lt^ Col* Jt lU Railing 
R* M* kee 

' £^ T» Cook 

Am C» SavaUiech 
LJ>. Col* Hp T* QritchlWz 
A* B# Thomas 
Howard Wright . . . 
Harry I4aerker. 
. / : , ^ . n. H* GaU^ : ^ 
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TO: MR. J. D, RlAMr Hflkn 



Subject: AS PR Case 53-44, Revision of Section XV 
Contract Cost Principles 



In connection with ASBCA case No. 16445, Appeal of Control 
Data Corporation, I would like copies of the following documents 
(in Case 53-44 file). 

(a) Subcommittee Memorandum to the AS PR Committee 
dated November 1, 1955 including attached draft. * 

(b) Editing Subcommittee Report of March 9, 1956 
including attached draft. , 

(c) American Institute of Accountants letter to Honorable 
Thomas P. Pike, dated 30 June 1955 including attached 
memo of Mr. M. E. Peloubet. 

(d) Excerpt from Committee,^©eJing of 14 August 1957 
which records the Committee closing of ASPR case 53-44, 

At your preference the copies can be submitted to me or to the 
ASBCA (Case No. 16445). 



I 

\ 
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^,~^r, ^ ^ , ^.^ ' , ■ ■ • ■ - ^ 

Duping the discussion of Revised Section iV, 'tte question was 
raised as to the effect of the now revenue legislation on depreciation 
costing. There folloifs a staff proposal on the subject. 

Depreciatio n Cost Interpretation 
15-602 Depreciation. 

15-602.1 Effective Date and Appiicabaity. This coat Interpretation 
pertains to paragraph 15.20li(d) and applies to payments nade for 
depreciation incurred under all existing and future contracts In which 
the contractor's taxable year ends after 31 Deceiaber 1953. 
15-602.2 Inbeirretation. Any of the depreciation methods set forth 
in and as lUnited by Section 16? of the Internal Revenue Code of 195^ 
shall be recognized for contract cost purposes; provided, that depred- 
ation is recorded on that basis in the contractor's books of account. 




. .1 July. 1953 



Second Draft 



PROPOSED REVISION 



OF 



SECTION XV 



CONTRACT COST PRIKCIPLES AND STANDARDS 



15-000 Scope of Section ^ This section sets forth, in general, 
principles and standards to be applied xmiformly (except as expressly 
^ qualified) in the determination of . historical costs, the preparation 
and presentation of cost estimates by contractors, and the review, from 
a cost standpoint, of contractors' pricing proposals of those prime 
contracts and subcontracts which are subject to negotiation, approval 
or review within the Department of Defense as indicated in 15*103 and 



15-001 Effective Date of Section , This section sh.all be complied 
with on and after , 1:?53^ although con^jliance is authorized 

from the date of its issuance* 



15-101 Applicability > These cost principles and standards are 
applicable wherever cost data are to be considered in the negotiation 
and administration of contracts. In connection with cost- type contracts, 
estimates of cost will be developed and evaluated and cost reimburse- 
ments to the contractor will, be determined through the application of 
these cost principles and standards. Where price is to be negotiated, 
cost is but one of several factora to be considered in such negotiation. 
However, where cost data. are used in negotiation, as required by this ■ 
Section, such cost data will be developed and evaluated in accordance 
with the principles and standards contained herein. 

15-102 Reasons for Issuance of This Statement . Defense procui'ement 
is a matter of great public interest. It is iirportant that it be con- 
ducted on a plane that assures the Congress and the taxpaying public 
that defense materiel is being obtained at fair and reasonable prices 
without waste and extravagance. It is also inportant to. assure defense 
manufacturers (especially conpetitors), of fair and equitable treatment, 
without discrimination, in contract pricing. A vast amount of defense 
materiel is obtained, especially in periods of emergency, under con- 
ditions where prices cannot be established simply by competitive biddings 



15-loii* 



PART 1 - APPLICABILITY AND PURPOSE 





The nature of the inherent risks in defense production, especially in 
the time-length of contract performance, and the frequent absence of 
co^rplete product specifications, result in the use of various forms of 
contracts in which prices are determined to a greater-or-lesser degree 
by the use of cost data ~ both estimated and actual. The gathering, 
analysis, and use of cost data are complex problems, both for contractors 
and Government negotiators, as well as industrial and Government account- 
ants and auditors who are more skilled in such matters. Cost problems 
are serious and diverse, both with respect to more basic business prac- 
tices and to application of appropriate accounting principles • An 
adequate statement of cost principles and standards is necessaiy in 
order to avoid misunderstanding as well as confusion, delay, and ex- 
pense in contract negotiation and administration, including auditing 
and settlement of contracts. Every defense contractor, therefore, 
should recognize the necessity of the adoption of these principles 
and standards in the common good — hot merely for co st -reimbursement- 
type contracts, but also for other special types of contracts the use 
of wiiich has greatly increased. 

15-103 Use of Cost Estimates . The proper use cf cost estimates 
requires the exercise of judgment and discrimination. It is impractical 
to lay down hard and fast rules which would be completely comprehensive 
in this area. In general, cost estimates shall be obtained from con- 
tractors in all cases except where other valid and adequate pricing 
criteria exist or the estimates wuld not materially assist the Con- 
tracting Officer in negotiating prices. 

(a) Examples of valid, but not necessarily adequate in a particu- 
lar case^ pricing criteria to be considered for the purpose of deter- 
mining whether cost estimates will be of material assistance include, ^ 
but are not limited to, the following: 

(1) Competitive price proposals. 

(2) Published market prices. 

(3) Catalog prices, including discounts. 

(ii) Previous procurement experience on the same or similar 
items, with computed adjustments of the prices paid 
where appropriate to make allowance for changes in 
specification or quantities, or changes in labor, 
material and. other cost indices. 

(b) Exanples of situations where cost estimates are ordinarily 
required are as follows: 

(1) Under outright fixed-price contracts when there is an 
absence of competition, prior experience or other valid 
pricing criteria. 

(2) Under fixed-price contracts containing price-redeter- 
mination provisions: 

a. Negotiation of tentative initial prices. 




Negotiation of firm prices on a forward basis. 
In combination with historical costs to arrive at 
firm prices foi^ retroactive and prospective 
application, 

(3) Under inqentive-type contracts: 

a. Negotiation of tentative target costs when firm tar- 
gets cannot be initially determined, 

b. Negotiation, of firm target prices and target costs, 
including tl:^ose cases where the targets are set 
during the course of the contract. 



a« Initial estimates as. 
feeis. 

b.. Negotiation of fixed 



(li) ..Under cost^reimbursement-type contracts: 

a basis for establishing fixed 
overhead rates. 



(5) Under all the above types of contracts for negotiation of: 



a. Contrac-t price: ceilings. 

b. Contract changes affecting the contract consideration. 

l5-10li Use of Historical. (Actual) Cost , Historical (actual) cost 
shall be used for the following purposes: 

(a) Under cost-reimbursement- type contracts: 

(1) Determination of allowable cost. 

(2) In combination with cost estimate to negotiate fixed 
overhead rates . (where the contract provides for use of 
such rates) 

(b) Under fixed-price contractj: with retroactive price-re termina- 
tion; negotiation of retroactive fixed-prices. 

(c) Under incentive -type contracts: determination of final prices 
after contract completion. 

(d) Under contractf terminated for the convenience of the Govern- 
ment: as required bj'- Section VIII hereof. 

In addition to the above listing of purposes for which use of historical 
cost is mandatory, such cost data may be useful in other circumstances 
and should be applied where appropriate. 
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• 4.u^ ^ ^ Contract P rovisions . The princiiples and standards contained 
in this section shall be included directly or by reference in every cost- 
type contract to provide the basis for reirabursemerit to the contractor 
of costs incurred. Vniere a fixed-pricc-type contract requires or may 
involve future determinations of historical costs or the preparation of 
estimates of prospective costs (as specified in paragraphs 15-103 and 
15-lOli; for purposes of negotiating contract prices, these principles 
and standards must be incorpoi^ated directly or by reference in the con- 
tract in order that no misunderstanding exist between the contracting 
partiesas to the basis for a preparation and evaluation of cost data — 
estimated and historical.. Inclusion of such contractual provisions 
in fixed-price -type contracts is solely for the purpose of preparation 
and evaluation of cost data which are not to be' construed as rigid 
measures of a. ..price to be negotiated. These principles and standards 
shall be tnus made a part of every contract and subcontract whose costs 
are subject to the evaluation or review by the Department of Defense, 
or any of its subdivisions, executed as of a date on or after 

, 1953. Any such contract or subcontract may treat any element 
Ox cost thereunder more specifically than provided by this statement of 
principles and standards so loiig.as there is no inconsistency therein. 

15-106 Inplementation by the Military Departments . This statement 
of contract cost principles and standards shall be followed in procure- 
ment operations within the Department of Defense without modification 
or expansion in any way except as to instructions on administrative 
procedures or as provided in the last sentence of the preceding para- 
graph. Any expansion of or change in this section, deemed to bo 
desirable, will be referred to the Office of the Secretary of Defense 
for consideration. Any interpretations of these principles and stand- 
ards made in the course of negotiation or administration of contracts 
shall be on a case-by-case basis in the light of the specific facts 
thereof — no system of written interpretations to be generally followed 
will be permitted. Administration of these problems is a matter for 
practical business judgment rather than rigid adherence to established 
precedents, 

15-107 deviations . The authority to deviate, as provided in para- 
graph 1-108 of this Regulation, is further restricted in respect to this 
Section 15, to permit such deviations only on a specific contract basis. 




PART 2 • GENERAL PHINCIPLES AND .STANDARDS 
. .ik>H DETERilLNATION OF COSTS ^ 



15-201 CoTTTOosition of Total Cost , The lioiripooition of cost of vork 
performed -or to oe performed under a contract or subcontract to which these 
principles are applicable is the net sum of (a) the allowable direct costs 
reasdnably incident to the performance of the contract or subcontract, 
(b) the properly allocable portion of allowable indirect costs, and (c) 
loss applicable income and other credits* Aocording to the circumstances 
involved, these costs may be stated either in terms of the aggregate for 
an entire contract or in terms of individual units of products or services 
covered by the contract with equal application of these principles and 
standards. , 

15-202 Factors Determining Allowability of Costs . Factors to be con* 
sidered in determining the allovxabxlity of costs include (a) conformity 
with the meaning of total cost outlined in paragraph 15-201: (b) reason- 
ableness in the amo\ints of particular elements of costs; (c; allowability 
of the costs as deductions in' determining taxable income under ttie Internal 
Revenue Code; (d) application of generally accepted accounting principles 
and practices; (e) avoidance of duplication of allowances for 'the same 
price component in both cost and profit; (f ) exclusions of specific ele- 
ments of costs as a matter of public. pr business policy, as set ^orth in 
this section; and (g) exercise of godd business judgment in incurrence 
of the cost, 

15-203 Actual and Estimated Costs ^ Costs used in negotiating con- 
tracts, or in making settlements thereunder, may be either of a historical 
nature (actual costs) or -may-. Estimates of future costs, in whole or in 
part, >7hichover is appropriate for the specific type of contract pricing 
as indicated in paragraphs 15-103 and Ip-lOU.. 

15-203 #1 Applicability of Cost Principles to Determination of Cost 
Estimates as Well as Actual Costs ♦ In general^ the same cost principles 
apply to making cost estimates as to determination of actual costs* 
Therefore, this section will consider the cost principles set forth 
herein as applicable interchangeably to either cost estimates or actual 
costs, except as may be indicated. specifically, to the contrarj% 

15-203.2 Use of Standard Costs in Cost Estimates , VJherever future 
cost estimates are required, the use, where economically feasible, of 
modern standard cost methods should be encouraged, because they provide 
an excellent means of cost estimating and cost analysis, as well as enable 
more effective control of actual costs during contract performance. Such 
methods provide for pricing material costs on the basis of bills of 
materials, labor costs on the basis of studies of time requirements, and 
overhead costs on the basis of budgeted expenses for the expected volume 
and types of production, with reasonable allowances for cost variances 
indicated by experience to be expected for defective work arid failure to 
achieve full efficiency. Such methods generally provide the assurance 
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of accuracy of cost estimates, as well as the means of inpr$ .effective 
cost control, when variances of actual costs from* standards are measured 
frequently and recorded in the formal accounts. 

l5-203t3 Use of Standard Costs in Detennining Actual Costs . Wherever 
contract price negotiations or settlements depend* uipon actiial costs, and 
contractors have satisfactory standard cost systems, standard costs of 
products, or parts thereof, with appropriate adjustments for variances 
from actual costs, may be considered to represent actual costs, provided 
such costs reasonably reflect the application of the principles and stand- 
ards set forth in this section. Normally, where adequate standard costs 
are available for complete end-products, fixed-price contracts should be 
used, 

15-203 ^li Use of Job^rder or Process Cost-Accounting Method . The 
usG of either the job-order or process cost-accounting method in deter- 
mining historical costs of contract perf ormance -is acceptable. In any 
pricing negotiations which require consideration of work in process at 
an intermediate point in the period of contract performance, special 
care must be exercised in order to segregate any part of the work in 
process costs which is not applicable to the conqpleted portion to the 
cut-off point. ' . 

15-203.5 Use of Historical Costs for Purposes of Cost Fstimatin^ . 
Regardless of the method used (standard, job-order or process. , unmodified 
historical cost data, when used in the preparation of cost estimates, may 
not provide a satisfactory standard of future performance; in this event 
their use would be undesirable. VJhere no more satisfactory cost data 
are available, historical costs may ibe used, in the preparation of estimates 
provided they are adjusted to eliminate nonrecurring costs and to reflect 
new conditions, if any, which may be ajoplicable to future production. 

l5-20i; Basis of Application of Principles and Standards to Pricing 
of Standard Commercial Products . Standard commercial products are those 
which arc normally manufactured and sol>i in large volume to customers who 
are neither prime contractors .nor subcontractors for defense work, riot- ' 
withstanding the fact that substantial quantities may be sold io defense 
contractors or the Government with relatively little or no change in 
specifications. In general, it will be expected that standard commercial 
products will be purchased under fixed-price contracts, and that prices 
will be established without primary reference to the respective cpntractor's 
costs • The use of escsdation clau^^^ should ^^e care of major 

contingencies which should riot be added to estimated costs in contract 
pricing of such products. . However, in those instances where cost 
analyses for standard commercial products are required in firm price 
negotiations under fixed-price cent Jreu:ts, these principles and standards 
vri.ll be applicable to the extent appropriate. Care must be used in such 
cases in order not ti iirpose impractical requirements on contractors for 
cost estimates — to meet which requirements might result in work entirely 
disproportionate to the amounts involved. Cost analyses, in such cases 
may sometimes be based, upon other data than current cost estimates 
for example, when a manxif acturer has no cost data for a specif ic standard 
oomracreial product, he may have available for analysis, historical sales. 
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costs and profit data on a group of products, including the specific one 
subject to price negotiation, 

lS-205 Application of GeneraU,/ Accepted Accounting Principles , It 
is to be understood that generally accepted accounting principles with 
respect to product or contract costs are nowhere codified or reduced to 
rigid formulae. Such principles permit tKe use of alternative practices 
or conventions,' particularly, in different types of business activities; 
yet in the main there are generally accepted limits in principle regard- 
ing accounting practices, the violation of .which would not be condoned by 
the accounting profession^ To the extent there is a twilight zone between 
accepted and non-accepted practices, it is desirable that definite under- 
standings be reached between the contracting parties. This section covers 
a number of subjects of this nature, so far as they can be covered for 
general application. Yet inevitably there will be many occasions where 
specific contractual provisions or supplementary interpretations of the 
contract terms in the application of cost principles will be needed. 
(Sec paragraphs 15-105 and 15»106.) 

15-206 Contractor's Accounting System . Subject to the observance of 
the cost principles set forth in this section, any system of accounts and 
any method of cost accounting or estimating will be acceptable, if they are 
in accord with generally accepted accounting principles and practices and 
if they produce equitable results under the. particular circumstances, 

15-207 Relation of Contract Costs and Profits . The use of actual or 
estimated costs in procurem.ent pricing is only one phase of establishing 
the total price or monetary consideration under a contract. The determina- 
tion of reasonable profit is another important phase. These two phases of 
pricing are muluall;/' dependent to the extent that certain factors may be 
considered in determining either costs or profit (or fee). Major' factors 
to be considered in. this respect include prolonged delivery schedules, 
unstable market conditions for material or labbr, or uncertainty as to 
cost of performance. Depending upon the type of. contract, either the 
contractor or the^ Clovernment may assume such risks. VJhere the Government 
assumes all the risk of cost increases or additional unknowh costs, or a 
substantial share thereof (as it generally does when these risks are great) 
through the use of cost-reimbursement-tjT)e contracts, escalation or' price- 
redetermination clauses, or incentive-type contracts, the profit allowance 
for contingencies should be reduced to the extent appropriate. In nego- 
tiation of prices under outright fixed-price contracts, risks of loss pr 
other cost increases, other than those reasohably certain and determinable, 
should be recognized in profit margins rather than in allowances for con- 
tingent increases in cost. However, no' hard and fast line may be drawn here, 
but it is inportant that such allowances not be duplicated. For example, a 
contractor's cost estimates may properly include reasonable estimates of cost 
applicable to no'rmally experienced defective work in manufacturing processes. 
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Where reasonably certain and determinable contingencies are recognized in 
cost estimates, such contingencies should. not be considered as elements 
of risk in determining the allowable profit* There are other factors 
having a siinilar bearing on cost and profit determination; for example, 
in contracting for construction under cost-reimbursement-type contracts, 
it is customary practice to exclude general, administrative and financial 
expenses from costs, but to allow,. instead for these factors as a part of 
the fixed fee# 

l$-208 Relation of Contract Cost Principles to Federal Income Taxa^ 
tion. In general, all business costs allowable as deductions for the pur- 
pose of determining taxable income under the Internal Revenue Code should 
be allocated (assigjied) to the extent appropriate, to the cost of perform-- 
ance of specific contracts, except as otherwise set forth in this state- 
ment of principles and standards. 

l?-209 Special Provisions Relating to Cost Determinations, Including 
Limitations » Because of the need for standards of reasonableness in de- 
termining either estimated or actual costs of performance of specific con- 
tracts, including the application of 'business and public policies, a con- 
siderable portion of this Section, namely Part 3, is devoted to standards 
of allowability of specific elements of costs under supply and research 
contracts with commercial organizations • Moreover, because of unusual 
accounting practices or problems involved in determining costs under fa- 
cilities contracts, construction contracts and research and development 
contracts with non-profit institutions. Parts U, 5# and 6 respectively, 
are devoted thereto* 

15-210 Direct vs> Indirect Costs * Every acceptable method of cost 
accounting or estimating embodies the principle of direct costing of 
certain materials and subcontract v;ork* Direct costing of productive 
labor is general practice. Other expenses may be costed directly some- 
times, but generally many of tham are allocated to products, job orders, 
or contracts, etc. on ah arithmetical basis in ratio to . appropriate mea- 
sures of performance — for this reason, such allocated expenses are 
termed "indirect costs." 

15-211 Principle of Direct Costing . Every major item of cost (ac- 
tual or estimated) should be identified with the \mit being costed, whether 
it be the product, a job order, or a contract, when such items of cost do 
not, in fact, have substantially proportionate applicability to more than 
one class of work. This, principle may often be applicable to such ele- 
ments of expense (when of major consequence), as travel^ commissions, ad» 
vertising, engineering services, etc., as well as the normal items of ma- 
terials and productive labor. This, principle should be applied equally 
to the costing of both defense and nondefense products or services by ary 
conti*actor who is engaged in mixed production. There are no absolute rules 
by which to determine which items or elements of cost should be direct 
costed. In applying the principle, any contractor must follow a consistent 
pattern of costing if the results are to be equitable* In some instances, 
this principle may be applied direct costing only the major items of a 
given cost element to all products, leaving minor items, if appropriate, 
subject to indirect cost allocations* 
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15-212 Indirect Costs ♦ Indirect costs, which have the character of 
common or joint costs , usually consist of. indirect materials, indirect 
IcbOr, and other items. These costs generally are grouped in classes, as 
follows : 

(a) Manufacturing (shop, laboratory) expenses (often termed "manu- 
facturing overhead", or "bxirden"), which are incurred in fab- 
ricating the article or service rendered; 

(b) Engineering expenses to extent not included in (a) or (c); 

(c) Selling and distribution expenses, incurred in marketing the 
products manufactured; 

(d) General and administrative expenses incurred in the overall 
management, supervision, and conduct of the business; 

(e) Financial and other expenses • 

15-213 Methods of Allocation of Indirect Costs » No general rules 
regarding allocation of indirect costs to products, job orders, or con- 
tracts can be stated for all individual cases, because the nature of tlie 
particular operations and the actual conditions in each instance determine 
the most suitable method or methods to be en5)loyed# Any method of alio-- 
cation of indirect costs will be acceptable if it is in accord with gen- 
erally accepted accounting principles and practices and if it produces 
equitable results under the particular circumstances* Thu LvijI geiiei ' al 
^^st vhi^^ iii"y 1 ' *^ " ■ i ' V ' Vr-"1 'V' ' i ii ir i " -^n ^ppr^rrintp nrthnrl in tn fin rl 

t iiLn ^pgx-n-r fn fhn gnnnf inin * DOCQ thc mothod TfTgnlt in tlU Llllum t j U H o £ 

t he indii ' cftt lusLs Lo Ih^ pi ' uduclb. Job uideib, ui c e ntraotc, moat equit - 
ab l y in lulaLluii lu Lhu mduliiiie ux ulher wo r k beii ' ig p e rfoiiiitd on oaoh ? 

15-213»1 Use of Predetermined Rates for Indirect Expenses (Over- 
head Costs) # 

(a) Indirect expenses must always be predicted for purposes of cost 
estimates* This involves determination by the contractor of expense rates 
in accordance with whatever method or methods of expense allocation are 
followed* In accordance with the aim of encouraging the use of standard 
costs (paragraph 15-203*2), contractors should be encouraged to use ac- 
cepted standard cost methods of budgeting based upon distinguishing be- 
tween fixed and variable expenses and upon estimating variable expenses 
by cost centers in proportion to anticipated levels of production or work 
loads; such budgets provide the best means for estimating expense rates# 
Historical indirect expenses, or expense rates, should not be used indis-^ 
criminately as the equivalent of budgeted rates for this .purpose without 
adjustment for nonreciirring expenses and adjustment of the portion of the 
rates representing fixed expenses \dien substantial changes in production 
or \JOTk loads are expect ed# 
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(b) The use of a fixed indirect expense rate negotiated prior to 
the expiration of a significant portion of the period to which such rate 
applies i-n lieu of the determination of historical indirect expense is 
acceptable where mutually agreeable to the contracting parties provided 
there is reasonable assurance that the results would be eciuitable when 
compared with actual rates ^ Consideration of cost elements in negotiating 
such rates must be consistent with the provisions of this Section concern- 
ing cost allowability and allocability^ Vlhen predetermined expense rates 
are used the contract should specifically state the types of items which 
are to be treated as direct costs* The contractor must exclude from di- 
rect costs any cost element included in predetermined expense rates in 
order to avoid duplicate charges^ 





n April 1955 



PROPOSED ilEVISION OF 
ASPR SECTION VI 
CONTRACT COST PRINCIPLES 



The following letter and enclosure has been transmitted 
for comments to ten industrial associations representing 
a cross-section of Defense contractors* 



The Department of Defense has had under development for some time 
through the Armed Services Procurement Regulation Committee^ certain re* 
visions to Section XV of the Regulation applicable to cost^reimbursement 
type contracts • Drafts of the proposed revision to Part 2 thereof are 
enclosed for your consideration and comments • Part 1 will contain only 
introductory rather than substantive material. 

In the development of this draft serious effort has been made to 
amplify the treatment of certain items of cost in the present Section 17, 
to minimize the need for departmental implementation, and to include more 
equitable coverage of additional items of cost incurred by contractors. 
In this revision each item of cost contains a definition, a statement as 
to the extent of allowability> unallowability, and whether specific pro- 
visions must be made in the contract to make the item allowable. 

We feel that this proposal has liberalized the treatment accorded 
certain controversial elements of cost and, in addition, has gone far in 
defining, delineating, and clarifying cost determinations under the Sec- 
tion in order to promote uniformity and minimize variations in its appli"-* 
cation. VJith respect to its application, or mis-application frequently 
complained of by industry, the recent issuance of Department of Defense 
Instruction No. 'i4l05«ll specifically cancels an earlier Munitions Board 
Instruction permitting use of these Cost Principles as a "working guide" 
by Contracting Officers in the negotiation of prices under fixed price 
type contracts; this Instruction together with the statement of appli- 
cability presently contained in Part 1 of the Section should do much to 
satisfy the objections of mis-application. 



It is requested that your comments or concurrence with respect to 
this proposed revision be forwarded to this office on or before 23 May 1955 
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; / &'a;TION ZV SUBCCiMITTSE 

15^200 SCOPS OF pjjRT . This part sets forth principles and standards for the 

detc^rminatinn and allowance of costs in connecti'^n with cost^reimbursement type 

contracts and cost-reimbursement tyoe subcontracts thereunder for procurement 

of supplies, services, and research and. development \rorli viV.. organizations having 

commercial t3rpe accounting sj;stems. Kowevsr, this ;part does not apply to con* 

tracts for facilities, construction and architect-^engineer servicas related to 

construction* 

15-^201 BASIC ?RIV?CI?L5S AND ST^IMDARDS . 

a* Composition of Total Cost ^ The total cost of a cost-relmbursement 
type contrcxt is the net sum of (i) the allowable direct costs, (ii) the pro- 
perly allocable portion of allowable indirect costs and (iii) applicable income 
and other credits, 

b* Factors Affecting jJ.lowability of Costs * The factors to be con- 
sidered in determining the aH-lovability of costs include (i) reasonableness, 

(ii) applicc-tion of generally'' accepted accounting princi:^3-.ee and practices, 

(iii) e^rercise of good business judgment in incurrence of cost, (iv) signifi-' 
cant deviations in the established practices of the contractor which substantially 
increr.se the contract costs, and (v) ax^r limitations as tc types or amounts of 
cost it3ms set forth in this Part 2 of Section HIV or otherwise included in the 
contract* 

c* Credits * The applicable portion of income and other credits, rebates, 
.allowances, anc. equivalent benefits accruing to the contractor and which are 
related to any allowed cost will be credited to the Government either as a 
reduction in contract cost or tF' a casli rf-fund, as appropriate* 

d. C ont ractor *s Accounting System , The requirsrients concerning record 
keeping and c-pprovcA of the contr^.ctor 's accounting "jroced\ares and practices 
are set forth in the ^'Records Clause** {bee ASER 7-203t7). 
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15-202 DI?c£CT COSTS , Subject to the orovisions of paragraph 15-201, allowable 
direct costs are those itsms of cost, or ^.ggregate thereof | v;hich can be iden- 
tifiied specif ice!^ Ty vith any objective, service, progrjjn or project under the 
contract aiid. are chargeable directly the-:eto^ Major items of cost readily iden- 
tifiable vdth the contract or with other work of the contractor should be charged 
directly thereto^ This principle may often be applica' le to such elements of 
eroense as freight, travel, communications, engineering services, etc., as \tell 
as the normal items of materials and productive labor ♦ However # when the con- 
tractor is engaged in mixed production, this principle must be applied consist- 
ently to the costing of both defense and non-defense products or services, in 
order to produce equitable results, !.5ien the accounting expense of direct costing 
of minor items irould exceed the resulting benefits; individual items, otherwise 
allowable as direct costs, may be treatsd as indirect expenses. 
15-202.1 DIRIXST MATSRIAIS > The cost of direct materials includes the cost of 
items purchased, supplied, manuf ..ctared or r'abric. ted, v;hich enter directly 
into the end ;3roduct or which are us:d or consumed directly in connection with 
furnishing such •■;roduct# 

15 -202.2 DIRECT LABOR . The cost of direct labor includes salaried and vrages 
specif ice.lly identifiable vrith and properly chargeaW.e directly to the per- 
formance of contract or other v^ork of the contractor. It mav also include 
other associated costs such as payroll taxes and worlasen's compensation insur- 
ance, where it is the established prc.ctice of the contractor to treat these 
items as a part of direct labor costs • 

15-202.3 OTHna DIPJSCT COSTS . iJhere other items of cost ere charged directly 
to the contrcict consistent vrith paragraph 15-^202 above, the contractor nuat 
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demonstrate that they are s;3ecif ical^y related to the -■Derf ormance of the con- 
tract, ^lien, however, items ordinariJy chargeaW-e as indirect costs are 
charged to a Government contract as direct costs, th3 cost 6f similar items 
applicable to other work of the contractor must be eliminated from indirect 
costs allocated to the contract. 
15-203 BT3 3?2;CT COSTS . 

(a) Indirect costs are expenses which are incurred for common or joint 
objectives, are accmulated for accounting purposes by departmental activity 
or other logical cost grouping and are charged to the contract and other work 
of the contractor a process of allocation. Ee.oh element thereof is subject 
to the limitations of this part as to allowability. 

(b) No specific amies can be states as to the method of allocation of 
indirect costs because the actual condition in esch instance must be tc.ken into 
TiCCount in determining the most suitable method or mehtods. The objective 
should be the selection of a method or method which will distribute the in- 
direct costs in a fair and equitable manner. The method used in connection 
with Government contracts must, in order to be acceptable, conform with 
generally, accepted accounting practices, be applied consistently, and produce 
equitable results. Aoy significejit change, such as in the nature of the 
business, extent of subcontr acting, fixed asset improvement programs, the 
volume of sales, the volume of production, manufacturing processes, or the 
products being produced, nay require reconsideration of the methods previously 
in use to determine whether they continuo to be equitable. Further discussion 
relative to allocation of the Individual categories of indirect costs will be 
found in the subpcxagraphs below. 



15-203 >1 IKDPJ i iCT K^WACTTFJNG im PRODUC TI CF EX?5NSES > Indiroct manufac- 
tiaring and production expenses consist of costs which arc necessary to the pro- 
ductive process as a whole and are not readily subject to treatment as direct 
costs in accordance with paragraph 15-202* Allocation of indirect manufacturing 
and production expenses on a time basis, such as diroct labor man^-^hours or 
machine-hours, is a method which generally produces accuracjr and equity ♦ Other 
acccpt;^ble li«^.ses, in appropriate circumstcnces, include direct labor dollars 
(exclusive of overtime premium), units processed and prime costs of units 'oro- 
ccssed. In some instances, it may be necessarj'' to departmentalize or establish 
cost centers in order to distribute equitj.bly the indirect costs. The factors 
to be considered in determining the o:ctent of dcpartmentclization or establish- 
ment of cost centers include variety of products, comploxity of processes 
and relative labor and f:.cility requirements for the v:rious products, 
15 -203 > 2 IMDIRSGT ENGIKS?3liyG EI^E^^ . Indirect engineering expenses con- 
sist chiefly of engineering supervision, engineering administrative ex;pense 
and engineering gencrca supplies. These exjpcnses arise out of engineering activiti 
which include product design, tool design, experimental development, manu*^ 
facturing and production development, layout of production linos, detcT- 
mination of machine methods and related blueprinting and dr^ii^ting. 

Indirect engineering cx:3enses should be allocated to the benefited 
activities, i.e., contract and other work of the contractor on the basis of 
direct engineering man-ho\irs expended, direct engineering labor dollars 
(exclusive of overtime premium), or other equitable basis. Direct costs of 
engineering activities should be charged directly to the benefited activities, 
i.e., contract' and other work of the contractor in accordejice with paragrpah 
15-202. 
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15-203 #3 SKLLE^^G DISTRIBUTION EXPENSES > The expenses in this group consist 
of items which represent the coat of marketing the contractor's products and 
include sales promotion^ advertising, distribution costs and other related 
items • Generally, such expenses are not considered to be allowable as a charge 
to Government cost-reimbursement type contracts for the reason that marketing, 
in the ordinary commercial sense,, is not. necessary for doing business with the 
Government* However, dependent upon a reasonable demonstration of benefits to 
Government contracts and subject to the other provisions of this part, there 
may be an allocation to government work of those expenses in this category which 
consist of technical,, consulting and such other beneficial services (including 
related supervision and clerical expenses) which are for purposes such as ap* 
plication and adaptation of the contractor's products rather than pure selling* 
Such costs should first be allocated between the contractor's commercial line 
and its Government contracts • The amount allocated to the latter should then 
be charged to the individual contracts on ai^ equitable basis • Because of the 
special problems that arise in this area, it is usually desirable for the con- 
tractor to identify in its records by means of sub-accounts or otherwise, the 
items of these expenses considered properly allocable to Government contracts. 
15-203 #li GENERAL AND ADMINISTRATIVE EXPniNSES ^ General and administrative ex- 
penses consist of costs incurred in the over-all management, supervision and con- 
duct of the business • Any recognized method of allocating general and adminis- 
trative expense is acceptable provided equitable results are thereby obtained. 
Some of the factors that should receive consideration in determining whether 
the results are equitable are (i) the cost pattern of the aovernment contracts 
(that is, the percentage of the total cost of the contract, exclusive of general 
and administrative expenses, represented by each of the several cost components 
thereof) in relation to the cost pattern for the plant or activity as a whole, 
and (ii) the ultimate objective of distribution of these expenses in approximate 
ratio to the general and administrative effort involved in the two categories 



of work* In addition, consideration should be given to any significant varia- 
tions of inventories between accounting periods, variations in the ratio of 
contract inventory levels to all other iiwrentory levels, and any other rele- 
vant factors such as those mentioned in paragraph 15-203 (b)# 
15->2Q3>5 BASE PEitlOD FOR ALLOCATION OF INDIRSCT EXPENSES ♦ The base period for 
allocation of indirect expenses should approximate the period of contract per* 
f ormance or should be representative of that period* The base period should 
be sufficiently long to avoid inequities in the allocation of costs % 
15^20U APPLICATIONS OF BASIC COST PRINCIPLES aND STANDARDS TO Sia.£CT£D ITEMS 
OF COST > This paragraph states, in some detail, applications of the basic cost 
principles and standards set forth in the preceding paragraphs of this part to 
certain selected items of cost^ The statements herein apply irrespective of 
whether the particular item of cost is treated by the contractor as direct 
cost or as indirect cost. Failure to mention any particular item of cost 
herein is not intended to imply that it is either allowable or unallowable 
with respect to those items not specifically. covered, detezviination as to 
allowability will be made in the li^ht of the basic principles and standards 
and, where appropriate, the treatment of similar or related items in this Part# 
All of the subparagraphs below are subject to the basic principles and stan* 
dards set out in paragraph 15-201# 

15*20U>1 ADV£ETISING > Advertising expenses include the costs of advertising 
media and corollary administrative expenses # .Advertising media include maga- 
zines, newspapers, radio and television programs, direct mail, trade papers, 
outdoor advertising, dealer cards and window displays, conventions, and exhibits, 
free goods and samples, and sales literature* 

a* The following advertising costs only are allowable: 

(1) Advertising in trade and technical journals, provided such 
advertising does not offer specific products or services 
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for sale but is placed for the purpose of offering finan- 
cial support to journals which are valuable for the 
dissanination of technical information within the con- 
tractor's industry. 
(2) Help wanted advertising, as set forth in paragraph l5-20ii«33# 
15-20U>2 BAD DEBTS t Bad debt expenses consist of losses (whether actual or 
estimated) arising from uncollectible customers* accounts and other claims i and 
include collection expenses and related legal expenses. These costs are un- 
allowable # 

15-20U#3 BIDDING EXPENSE ^ Bidding expenses are the costs of preparing bid 
estimates on potential contracts or projects, including the development of en- 
gineering and cost data necessary to support the contractor's price proposal or 
estimated cost of work performance. Bidding expenses of the current accounting 
period of both successful and unsuccessful bids normallj'' will be treated as in- 
direct expenses and allocated currently to all business of the contractor, in 
which event no bidding expenses of past accounting periods will be chargeable 
to the Government contract. However, the contractor's established practice may 
be to treat bidding expenses by some- other recognized riiothodr Regardless of 
tlic method used, the results obtrlncd may be accepted only if found to be # 
•ressoriablo and equitable • 

15-20U>U CAFETERIAS, DINING ROQMSs MP OTHER FOOD SERVICES . This class of 
expenses consists of cost, less revenue, of operating or fiunishing facilities 
for cafeterias, dining rooms, sales stores, canteens, lunch wagons, vending 
machines, or other types of services for contractors employees at the contrac- 
tor's facilities. Profits accruing to the contractor from the operation from 
these services whether operated by the contractor or by a concessionaire, will 
be treated as a credit to costs of all production wittiin the contractor* s 
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plant in which the services are £\imished| except for services from which the 
profits are irrevocably set over to an employee welfare organization of the 
contractor in amoimts reasonably useful for the benefit of the emplpyeqsat the 
bid location. Reasonable losses from operation from such services are allowable 
when it is determined that the contractor is intending to operate such services 
at no loss or profit. The ^ains or losses from these services must be appro- 
priately allocated to all activities benefited including Government contracts • 
\'Jhen such services are intentionally furnished at a loss to the contractor, 
losses on such operation will not be alloi<^ed as a cost, unless authorized by 
special contract provision. 

l$^20li>5 CIVIL DEFENSE * Civil defense costs are those incurred in the planning 
for and the protection of life and property against the possible effects of 
enemy attack ♦ These costs are generally incurred pursuant to plans developed 
by local and state civil defense authorities ♦ liixamples of civil defense costs 
include cost in excess of normal plant protection expenses and may consist of 
first-aid training and supplies, fire fighting training arid eqtiipment, posting 
of additional exit notices and directions and other approved civil defense 
measures t Reasonable costs of civil defense measures undertaken on the con- 
tractor's premises pursuant to suggjestions or requirements of civil defense 
authorities are allowable when allocated to all work of the contractor. In the 
case of capital assets, acquired for civil defense pxirposes the costs thereof 
will be depreciated over a reasonable number of years in conformity with gen- 
erally accepted accounting principles. Except as specifically provided in the 
contract contributions to local civil defense funds or projects not on the 
contractor's premises are unallowable • 
1$-20U#6 C0I4PENSATI0N FOR PERSONAL SEHglCES . 

a« This item includes salaries, wages, deferred compensation and 
fringe benefits for services rendered to the contractor by employees as well 
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as fees paid to directors and committee members • Subject to specific limita-r 
tions sot forth hereunder, such costs are allowable when tho total compensation 
is reasonable in light of the services rendered* 

b# Generally, the amount of compensation established by the contrac- 
tor will be considered commensurate with the services rendered* However, com"^ 
pensation of individuals such as corporate officials, directors, executives, 
department heads, partners and sole proprietors nay be sixbject to special con- 
sideration and Imitation as to allowability for contract cost purposes where 
amounts appear excessive. Some situations which may give rise to excessive 
compensation are where (i) the individual or member of his immediate family 
owns or is comitted to acquire a substantial financial interest in the con- 
tractor's organization} or (ii) ownership of the contractor is limited to a 
small cohesive group; or (iii) the volume of Government contracts when related 
to the contractor ' s total business is such as to influence the amount of com- 
pensation. 

c# The cost of options to purchase stock of the contractor corpora- 
tion granted to employees is not allowable as an item of cost* 

d« Bonuses to employees, such as production incentives and sugges- 
tion or safety awards, represent a part of their total compensation and are 
allowable when appropriately allocated, if they are: 

(1) Paid pursuant to an arms length agreement between the con- 
tractor and the employees before the services are rendered or pursuant to an 
established plan consistently followed by the contractor which constitutes, in 
effect an implicit agreement on the part of the contractor* 

(2) Reasonable in amount* 

(3) Paid for current services actually rendered by employees * 
ik) Available to all employees of the contractor or to all 

employees within a group or salary classification which is not uxyreasonably 
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restricted. 

(5) Allowable as an ordinary or necessary business expense for 

tax purposes* 

(6) Wot restricted to officer or other employee stockholders or 
are not distributed on the basis of stockholdings* 

(7) Total employee compensation is reasonable in amount for 

such services • 

e. Profit sharing plans . 

(1) As used herein profit sharing is construed to be any plan 
(immediate or deferred-regardless of method of payment or participation) which 
includes, in whole or in part, a formal sharing of profits or is in any manner 
measured by dependent upon or contingent upon profit. 

(2) iixcept as provided in (3) below, the cost of profit-sharing 
plans shall be allowable under the following conditions s 

(i) Compensation payable under immediate distribution plans 
is allowable subject to the criteria set forth in subparagraph d. above and 
g. below. 

(ii) Employer contributions under deferred distribution profit- 
sharing plans, to be allowable costs, must meet all pertinent conditions set 
forth under subparagraph d. above and g. below and, if subject to Internal 
Revenue Service consideration, must have their approval. The carry-over pro- 
visions of the regulations of Internal Revenue Service with respect to contri- 
butions under qualified deferred distribution profit-sharing plans shall not be 
recognized for Government contract cost determination purposes. Forfeitures 
of non-vested benefits under a profit-sharing plan will be treated in accordance 
with the principles stated in paragraph l5*20ii. 27(f)* 
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(3) Unless otherwise provided by special contract provision, the 
cost of profit-sharing plans shall not be allowable in the following situa- 
tions: 

(i) The business of the contractor at the time of entering 
into the contract is less than 75% with non-aovemmental customers, taking 
into account the amount of the contract in question. 

^» Stock bonus plans . Stock bonuses which are not disallowed by 
the provisions of subparagraph e, above are acceptable as a form of compensa- 
tion, and the costs thereof are allowable subject to all conditions pertinent 
under sub-paragraph d, above and g, below and meet the following requirements: 

(1) The valuation placed on the stock for the purpose of cal- 
culating such cost must be computed on a sound basis. 

(2) In the case of unlisted stock having no current market, 
the contractor must demonstrate the values ascribed thereto are fair and 
reasonable. 

(3) Bonuses paid in the form of previously unissued stock of 
an affiliate will not ordinarily be allowed unless it can be demonstrated 
that there exists a bona fide arms-length agreement and the values ascribed 
to such stock are fair and reasonable. ' 

ih) Claims for accruals of compensation under a stock bonus 
arrangement prior to acquisition of stock by employees will not be allowable 
unless arrangements are made for appropriate credit adjustment of costs in 
the event such stock is not acquired by onployees. 

g. For the purpose of determination of reasonableness, the employer 
contribution under profit sharing plans and stock bonus plans shall not ex- 
ceed, in the aggregate for each participating emplqyee, 15% of the total basic 
compensation paid or accrued to such employees in the year under consideration. 
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h. The determination of allowability of the cost of pension and re** 
tireiiiont plans, training expense, overtime, extra pay and multi-shift premiums 
and other fringe benefits will be in accordance with paragraphs 15*20U#27, 
15-20U#U3, 15-20U«25, and l5-20li*Xli respectively* Any form of compensation to 
an employee not specifically mentioned in this part 2, in addition to those set 
forth in this paragraph, will be given consideration as a part of total compensation^ 
1$'^20U*7 CONTIHGENCIBS t This type of charge results from the creation and main- 
tenance of reserves to provide for an event whose occurrence cannot be foretold 
with certainty as to time, intensity or even an assurance of its happening* 
These costs are not allowable^ (For self-insurance programs see paragraph 
l5-20iia6)^ 

l$^20ii>6 CONTRIBUTIONS ALW DONATIONS > Contributions and donations to estab- 
lished nonprofit charitable scientific and educational organizations are allow- 
able provided that such costs are reasonable and are properly allocated to all 
work# 

The propriety of the amount of particular contributions and donations 
and the aggregate thereof for each fiscal period must be judged ordinarily in 
light of the pattern of past contributions, particularly those made prior to 
the placing of Government ccxitracts. The amount of each allowable contribution 
must be deductible for purposes of Federal income tax, but the ^batjuctibility 
of the contribution for income tax purposes does not in itself justify its 
allowability as a contract cost« 
l5-20h.9 DEPR5CIATI0N > 

a« Depreciation as described herein is a charge to current operations 
intended to distribute the cost of tangible capital assets, less estimated 
residual value, over their estimated useful life in a systematic and logical 
manner* It involves a process of allocation, not of valuation* 'Iseful life 
has reference to the prospective period of economic usefulness in the particular 
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contractor's operations as distinguished from ptQrsical life» 

Depreciation on a contractor's plant, equipment and other capital 
facilities is an allowable element of contract cost, provided the amount thereof 
is based upon original acq\iisition cost^ Depreciation will be accounted for by 
consistent application to the asset(s) concerned of any generally accepted 
accounting principles and should usually be allocated to the contract and other 
work as an indirect cost» The amount of depreciation charged in any accounting 
period may vary with volume of production or use of multishift operations, pro- 
vided the method followed is consistent with basic objectives set forth in 
subparagraph a» above. 

Ct Charges for depreciation on idle or excess facilities will not be 
allowed except on such facilities as are reasonably necessary for contract per- 
formance standby purposes. 

d# Unless otherwise provided in the contract, no use charge will be 
allowed on assets still in use which have been, in accordance with the con- 
tractor's consistent accounting practice, fully depreciated on the contractor's 
books of account • 

et Where the contractor has applied for and received a determination 
of "true depreciation" from an Emergency Facilities Board covering emergency 
facilities acquired under certificates of necessity, the amounts so determined 
for "true depreciation" over the emergency period (5 years) will be recognized 
in lieu of normal depreciation. After the expiration of the emergency period 
for the facilities concerned where a determination of "true depreciation" has 
been made, the remaining undepreciated portion of the cost of such facility will 
be depreciated over its remaining useful life and will be the only amount recog- 
nized as allowable cost, subject to paragraph 15-201a.12» The contractor may 
elect to use normal depreciation rather than the "true depreciation" as deter- 
mined by the Emergency Facilities Board. However, the method chosen after such 
determination of "true depreciation" must be followed consistently throughout 



the life of the emergency facilities # 

Ig'-^aoU^lO EMPLOYEE ■MO.iALE J HEALTH iUTO WELFARE ^ Included in this category are 
expenses of health and welfare activities incurred for the improvement of 
working conditions and the improvement of eraplcyer-^ployee relations and 
employee performance. Examples of those activities are ho\ise publications, 
health or first-aid clinics, and employee counselling services* These costs 
are allowable when incurred in accordance with the contractor's established 
practice or custom in the industry or area and are reasonable and equitably 
allocated to all classes of work performed in the contractor's plant. Income 
generated from any of these activities will be credited to the costs thereof • 
15-2QU>11 ENTERTAINMEI-JT expense > This item includes the cost of amus^ent, 
diversion, social activities and incidental costs relating thereto, such as 
meals, lodging, rentals, transportation and gratuities • These costs are 
unallowable • 

15-20U»12 EXCESS FACILITIES ^ This item includes the cost of maintaining and 
housing idle and excess facilities, except those reasonably necessary for 
contract performance standby purposes • These costs are unallowable • The 
costs of additional plant capacity reserved for defense production shall be 
the sub;]cct of a separate contract* 

15-'20U#13 FINES AND PEMALTIES ^ Included in this item are those costs resulting 
from violations of, or failure of the contractor to comply with, local, state 
and Federal laws and regulations. These expenses are not allowable except 
when incurred as a result of compliance with specific provisions of the contract 
or instructions in wariting from the contracting officer^ 

1$^20U>1U FRIUGE BEi^ITS . Fringe benefits are allowances and services pro- 
vided by the contractor to its employees as compensation in addition to regular 
wages and salaries* 
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at The determination as to the allovjability of the cost of 
pension and retirement plans, profit sharing and other bonuses, and severaiice 
pay will be in accordance with sub-paragrephs 15-2C5ift27, 15^204*6 and 15-204#38, 
respectively^ 

b. The cost of other fringe benefits such as pay for vacations, 
holidaj^s, sick leave, military leave and employee insiorance (but see sub- 
paragraph 204. l6e) is allowable to the extent recjuired h;. law, employei^ 
employee agreement, or established policy of the contractor that constitutes, 
in effect, an implicit agreement on the contractor's part. 
15-2 04.15 IN ITI-X IRGuUCTIOlv COSTS , Initial production costs, kno\m also 
as "startini:-load costs", are non-continuing costs that arise in early stat:,es 
of production because of the contractor's lack of experience with particular 
mateilals, manufacturing processes or techniques involved. Such costs may 
consist of excessive material costs resulting from abnormal scrap los. es, 
excessive direct labor costs and related overhead resulting from idle tim.e 
due to testing and char.ge in production methods, cost of training employees, 
and excessive defective work due to ine^erienced labor. 

-.Mle initial production costs are allov^able, the contractor vdll 
be expected to v.ork actively to riniirize or eliminate them as rapidly as 
possible. In cases where these costs continue to an unwarranted extent after 
t ^e. contractor has been alleg ed reasonable time to learn to make the product 
efficiently, the excessive costs will be subject to disallowance. 
15-204.16 IK 3UK:J;C >.: ^.D B -> Li.i\IFIC :rION 

a. Included xinder tliis item are (l) those tj^es of insurance which 
the contractor is required to carry under the terns of the contract, or by 
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specific instnaction of the contracting officer or his authorized repre- 
sentative, and (2) any other insurance for which the contractor seeks 
reimbursement under the contract. The kinds of insurance ordinarily 
included in tlie first category are set out in s^SPH 10-501, 

b. Costs of Governmerxt required insurance are allowable within 
the limitations as to the extent of coverage and premium rates approved by 
the Government. Costs of other insurance, except that applicable to Govern- 
ment-ovned property, are aUowable provided (1) the insurance has been approved 
by the nilitary department concerned or (2) in the absence of such approval 
requirement, the types of coverage, extent of coverage, and rates are 
reasonable under the circumstances. Costs allov^ed for use and occupancy 
insurance, however, will in principle be limited so as to exclude coverage of 
profit, interest, federal income taxes, and any other items of expense 
unallocable under this part, 

c. The costs of insurance or any reserve covering the risk 

of loss of or demage to Governjaent-ov.ned property are not allowable except 
-co the extent that the Government may have required the contractor to carry 
such insurance, 

d. The costs of a self insurance program are allowable provided 
the program has been api^roved by the ICLitary Departments concerned, ..ctual 
losses sustained under sach a self-insurance program are not aUowable. 

e. Ihe costs of insurance on the lives of officers, partners or 
proprietors, are not allowable except vJiere such insurance is part of an 
employee plan which is not undiay restricted, 

f ^ Losses resulting from failure to insure (through self insurance 
or otherwise) against a contingent loss or damage, vhere a reasonably prydert 
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business organization v/ould have insured against such loss or daircrjv, 
are not allowable. 

Cost of indemnification vdll be allowable only to the 
extent expressly provided for in the contract, 

15-> 204a7 IMT5RSST Av OT n a FIivJ"CI>X ':':}St'sLhBZS. This item includes 
interest paid or accrued (regardless of the nature of the obligation which 
gives rise to the interest co9t), bond discount and expenses, and the cost 
of financing and refinancing operations as well as legal and professional 
fees paid in connection with the preparation of a prospectus, cost of 
preparation and issuance of stock rights and expenses related thereto, (See 
also 15*204.24) • These costs are unalloviable except for interest assessed 
by State or local taxing authorities under the conditions set forth in 
subparagraph 15-204.40, 

15-204 > 15 IuhBoH H^L.iTIOKS> Ihis item covers expenses incurred in nmntain- 
ing satisfactory relations betv;een the contractor and his employees. It 
includes the cost of shop stewards, labor management committees, employee 
publications and other related activities. Costs incurred for these purposes 
are allowable, 

15--204.19 LOSSZS ON 0TK2i,R COi TRACTS . This item covers any excess of costs 
over income under any and all other contracts, v^ether such other contracts 
are of a supply, research and development or other nature. Costs of this 
nature are not allowable as a cost of performance of the Government contract, 
15-204.20 iy iAl2^Z,K.;KCi: JD HLi .ill iS. (a) This item includes those costs 
necessary for the upkeep of property which neither adds to the permanent 
value of the property nor appreciably prolongs its intended life but keeps 
it in its efficient operating condition^ These costs are allowable. Expendi- 
tures for plant and equipment which, according to generally accepted accounting 
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principles, should be capitalized and subjected to depreciation will be 
alloTrabie only on a depreciation basis* Cost -of maintenance and repairs 
of excess facilities and of idle facilities (other than reasonable standby 
facilities) are not allowable. 

b. deferred maintenance is defined as maintenance and repairs 
which for some reason such as abnormal operating conditions or lack of funds, 
is delayed to a future periods The cost of maintenance and repairs which 
has been deferred from a period prior to the contract is not allowable unless 
specifically provided for in the contract • Likewise, the estimated cost of 
maintenance and repairs normally required but not accomplished during the 
period of the contract will not be allorred as a cost unless specifically 
provided for in the contract, 

15-20U.2I M&ITOCTURING AM) PRODUCTION SNSIMEERIMG . Manufacturing and 
production engineering includes the cost of engineering activities in 
connection with (1) current manufacturing processes such as motion and time 
study, methods analysis, 30b analysis, and tool design and improvement and 
(2) current production problems, such as materials analysis for production 
suitability and cor^onent design for purposes of simplifying production. 
These costs are allot^able* For purposes of distribution, such costs should 
ordinarily be divided into two categories: (i) those which directly benefit 
a contract,- a project, or a product line and (ii) those expenses which are 
not subject to direct costings Items in category (i) should be charged 
directly to the contract or project or allocated to the products in the 
product line. Costs in category (ii) should be allocated to all benefited 
work. . 
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15--204>22 ij iT ^LXS .:ivD SUFI LI JS; 

This item includes the net costs of such items as raw 
materials^ parts , sub«-assemblies^ components^ and manufacturing supplies^ 
v.hether purchased outside or manufactured by the contractor, and may include 
such collateral itenis as inbound transportation end intransit insurance • 
xhese costs are allowable subject, however, to the provisions of subparagraphs 
b through f beloi:. 

b. Costs of materials and supplies shall be suitably adjusted for 
applicable portions of inccsne and other credits. Such income and other 
credits irclude trade discounts, refunds, rebates aiid allov^ances* Cash dis- 
counts available, and credits for scrap and salvage and ri;aterials returned 
to vendors. Hov.ever, v.here the contractor can demonstrate that failure to 
take cash discounts was due to circumstances beyond his control, such lost 
discounts v/ill be allowed. 

c. .hen Liaterials are purchased specifically for and identifiable 
solely -.ith performance under a contract, the actual purchase cost thereof 
should be charged to the contract. 

d. If materials are issued from stock, any generally recognized 
method of pricing such materials vlU be acceptable, provided the method is 
consistently applied and tl-e results obtained are equitable* vJhcre materials 
in stock at the cccanencement date of the contract have a provable replacer-ent 
cost significantly higher than book cost, tlie contractor and the Government 
2iay, by contract provision, agree upon the use of a r.ethod of pricing based 
upon ti e fair value of the materials as -of the date of the contract, but 

not in excess of replacement cost such date. Such agreement should 
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include identification of the types or kinds of Katerials involved and 
should be made at the time the contract is entered into and provided for 
therein* 

e. Reasonable charges arising from difference between periodic 
physical inventory quantities and related material control records vdU be 
included in arriving at the cost of materials, provided that such charges 
(i) do not include "VTite-dovms" of values, and (ii) relate to the period 

of performance of the contract, .01 credits arising from differences betv/een 
periodic physical inventory quantities and related mate: ial control records 
shall be taken into account, 

f . <jrdinarily sales or transfers of materials and supplies 
between plants, divisions, or organizations, under a coKnon control, shall 
be stated on the basis of cost .to the transferor. In the c£se of any item 
regularly manufactured and sold by any such transferor tlirough conaiiercial 
channels a departure from this cost basis is permissible, provided thdti 
the price changed to the contract does iiot excead the lower of (i) the 
transferor's sales price to its most favored customer for the same item 

in like quantity, or (ii) the prices of other supi?liers for the same or 
substantially similar items ♦ . 

3i-2L4«23 ORGANIgATOfiM EXFfiNSES. Ihis item consists of «:5>enditure8 in 
connection with organization or reorganization of a business, ibcaiq)les 
of such costs are incorporation fee, attorneys fee, fees to promoters and 
organizers and costs of raising capital, Uhese costs are unaUowable, (See 
paragroph 15-204,17). 
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15~20i;.24 Or riSl BUSIK E33 EXtEiSZS , Included in this item are such 
recurring expenses as registry and transfer charges resulting from 
changes in ovmership of securities issued by the eentraetor, cost of 
shareholders' meetings, proxy solicitations, preparation and publication 
of annual reports to shareholders, preparation and subodssion of required 
reports and forms to taxing and other regulatory bodies and incidental 
costs of directors and committee meetings^ The above and similar costs are 
allovable v/hen incurred in reasonable amounts in accordance with the contractor' 
established practices and are allocated on an equitable basis to all classes 
of ir;ork# 

15--2Q^>25 P.J SHIFT .^ :D J;%TI SHI FT IHIiJlL^ e This item 

consists of the premium portion of overtime and shift payments to employees. 
Such premiums may be classified as either direct or indirect labor costs, but 
the amount of overtime premium should be separately identified • hen direct 
labor cost is the base for distribution of overhead, overtime premiums shall 
not be included tlierein* Cost of overtime and shift premiums are allovable 
only to the extent expressly provided for in tiie contract or othervise author- 
ized by the Grovernment# See iSPR 12-102 for further information concerning the 
policy regarding such authorization. Aie amount of overtime and shift premitim 
cost charged on Government contracts shall be equitable in relation to the 
amount of such costs chaiged on non^Government work being concurrently per* 
formed in the contractor's plant and the factors which necessitate the 
incurrence of the costf 

15-*204>2 6 FhT.-..T Eiia^a^SSS ^ Included in this item are amortization of the cost 
of purchased patents and all costs leading to the issuance of patents, as v^^ll 
as the cost of infringement investigation and litigation, ionortization of the 
cost of purchased patents ajjplicable to contract products or processes is 
allowable. The cost of preparing disclosures as required by the contract and 
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of . preparing assignment and other papers in connection with the filing of a 
patent application for the Lrovernment> and any expenses incident to patents in- 
curred upon the written authorization of the contracting officer, are allowable # 
All other patent expenses and charges for the use of patents where the Government 
has a license or the right to free use thereof, are unallowable*. The cost of 
research and development work leading to patents is treated in subparagraph 
l5-20ii.35* 

1$-20U^27 PENSION AND RETIREMENT- PLAUS ^ ■ 

a^ A pension plan as used herein is a plan which is established and 
maintained by a contractor primarily to provide systematically for the payment 
of definitely determinable benefits to his employees over a period of years,, 
usually for life, after retirement* Such a plan may include disability, with- 
drawal, insurance or survivorship benefits incidental and directly related to 
the pension benefits*.. Such benefits generally are measured by, and based on, 
such f actors as years of service and compensation received by the employees • 
The determination of the amount of pension, benefits and the -contributions to 
provide such benefits are not dependent upon prof its ^ Benefits are not definite- 
ly determinable if funds arising from forfeitures on termination of service or 
other reason may be used to provide increased benefits for the remaining par- 
ticipants instead of being used to reduce the amount of contributions by the 
employer. A plan designed to provide benefits for employees or their benefi- 
ciaries to be paid upon retirement or over a period of years after retirement 
will be considered a pension plan, if, under the plan,, either the benefits pay- 
able to the employee or the required contributions by the contractor can be 
determined actuariallj''* 

b« Pension and retirement plans which are subject to the approval 
of the Internal lievenue Service must have been so approved prior to consideration 
by the itilitary Department; however, approval of. the plan by the Internal Revenue 
Service does not necessarily assure the allowance of the costs of such plan by. 
the Military Department* Consideration of the plans will, be the responsibility 



1523 

of th© Department to which audit cognizance is assigned and the subsequent action 
taken by that Department will generally be accepted by the other Departments, 
In cases where the Internal iievenue Service withdraws approval of a plan, 
amounts allocated to contract costs will be withdrawn accordingly. Where pen- 
sion and retironent plans of non-profit or other tax-exempt organizations are 
not required to be reviewed and approved by the Internal Revenue Service, it will 
be the responsibility of the Department to which audit cognizance is assigned to 
give consideration to the acceptability of such plans* 

c. The costs of acceptable pension and retircmGnt plans, which are 
properly deductible from taxable income are allovrable except as otherwise deter- 
mined unalloi^ablo under this paragraph. The cost of retirement plans, which are 
based on profit sharing, shall be subject to paragraph l5-2bU.6e. Costs of 
acceptable pension and retirement plans established by nonprofit or other tax- 
exempt organizations are also allowable except as otherwise determined under 
this paragraph. 

d. Pension and retirement costs constitute a part of the total com- 
pensation b/ a contractor to the individuals covered by the plan, and accordingly, 
are subject to the provisions of this section with respect to reasonableness of 
the total compensation paid to the individual for the services rendered. 

(See l5-'20ii»6) 

e. The amount of the contribution subject to allocation as a contract 
cost will be limited to the maximum amount required to fund an approved plan, 

or the amount actually contributed, during the taxable year, whichever is the 
lesser, Tho carryover provisions of the Internal Revenue Co-l.^ wit>h respeot to 
contributions 'irdsi' pension and retirement p3jiry? Bhall not be recognized for the 
purpose of detemining aLlowable pension and retirement costs under Government 
contracts* 

f . Credits which arise under pension plans from various sources, such 
as dividends and cancellation of employee benefits which have not vested at the 
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tiiiiG of oral nation of their employncnt, r.Tast bo taken into account in an 
equitablG nanncr in the determination of the allovTable pension and retirement 
contribution • Special provision for these credits is usually necossarj?- ivhcn 
the contractor's organization has substantially esepanded for the perforraance of 
military contracts and there is a reasonable expectation that the enployincnt of 
a. large nusaber o£ the additional employees rrill he terminated upon curtailiient 
of militar;^'- vrork* Under these circumstances, it will be e^q^ected that an 
arrangement rrill be made which will result, as nearly as may be practicable, in 
the Govcrnincnt's receiving the benefit of those credits to the same extent as 
it originall3'' participated in the related costs* There are two general methods 
Fhich may be used, individually or in coiiibiiia.tion, in making such arrangei:ients : 

(1) A lump sum or percentage discount of current pension costs 
negotiated and agreed upon in advance. Deteraination of such allorreiice generally 
is not an actuarial problem involving a calculation based upon knovm factors, 
but rather is an attempt to reach a negotiated agreement as to various uncertain 
or variable factors in a complex situation. 

(2) A retrospective determination at some time in the future '"rhcn 
a Hiore accurate estimate ca.n be made by virtue of experience T^iich may have 
developed. Until such determination, current costs, which should he net of 
current credits r.iay be allovred provided an appropriate contractual agreement can 
be reached r:h±ch reserves the Government's right to future credits^ 

g. The costs of lump sum purchases of annuities or of lump sum cash 
prjnncnts or periodic cash pajTnents i-iade to provide pension or retirement 
benefits for retiring or retired employees other than incurred under approved 
pension and retirement plans are allovrable only to the extent specif icalD-y 
provided for in the contract. 

lg-20l;.28 ?l^n : PROTECTION BjOPSrSES . This item includes the cost of plant 



1525 

protection measures such as Txages of guards, equipment of guards (unif ornis, 
firoariiis, etc«), and depreciation on plant protection capital assets* For the 
purpose of contract costing, these expenses are divided into tTro categories, 
nrjncly, normrl plant protection o:q5ensos and special plant protection expenses* 
Norraal plant protection costs are allowable and are allocable to all i7ork in the 
plant* Special plant protection costs, rfaich term refers to an extension of 
the contractor's normal plant protection prograr* arc also allorrable and allocable • 
to specific Government contracts requiring special protection upon the specific 
direction and approval of the contracting officer* 

l5-^20lt*29 PRECOI^jIGT co sts* Precontract costs are those rrhich are incurred 
prior to the effective date of the contract and Trhich i^otild have been allofrrablc 
thereunder if incurred after such date* Such costs rail not be alloived unless 
specif icallj'- set forth in the contract and nay be 11m ted to a period of tiiae 
as rrcll as to the t:^o and amount of such costs* 

■ 15-20U*30 mOFESSI01:.:L SERVICES LEGAL, ACCOU IT TIIB, ErlGIIiBERIM} AM) OTEBR* 
a. This item includes the cost of professional services rendered 
by the moinbers of the particular profession scpcratcly engaged* These costs 
gcnor^illy vxc a.llo'iTable iThcn reasonable in relation to the services rendered 
and are not contingent upon recovery of the costs from the Government* 

b* Factors to be considered (among otlKjrs) in determining the 
allovrability of costs in a particular case aret (i) past pattern of such costs, 
particularly in the jqbxs prior to the a^vard of Government contracts; (ii) the 
impact of Government contracts on the contractor's business; (iii) the nature 
and scope of managerial services expected of the contractor's orm organization; 
and (iv) v;hether or not the proportion of Government r:orl: to the contractor's 
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totrl business is sach as to influence the contractor in favor of incurring 
the cost^ prxticularly i-Sacre the services rendered are not of a continuing 
nature and have little relationship to vrork under Government contracts. Retainer 
fees to bo allorrablc must be reasonably supported bj^ c\ddcnco of services 
rendoredt 

c« The costs of legal, accounting and consulting services and related 
expenses incvJ^red in connection vrlth organization or reorganization, prosecution 
of patent infringement litigation (except as provided for in l5^20iit26), defense 
of anti--trust suits, and the prosecution of clai:ns against the Government are 
unallai?ablc« 

ig>'2oU>3i HioriTS a::d losses ok dispcsitioit o? puc^t, ECiTiPiaiT on othbr 

CAPIT/X ASSETS ^ Included herein arc gains or losses of anjr nature arising from 
the sale or e::chr.n£c of plant, equipment, or other capital assets, including 
sale or exchange of either short or long term investments • Profits or losses 
on sale or exchange of capital assets, including investments, Yj-ill be excluded 
in computing contract costs • 

1$^20U#32 RECOl-i^/SRSIOiT KCPEITSES . Picconversion e:q?Gnses are those incurred in 
the restoration of the contractor's facilities to approximately the same 
?h;^sical arrangc:vient and condition existing iin.iediately prior to commencement 
of the miiitrj:y contract vork and include the cost of removal of Government 
property. Reconversion e::penses are not allcTTable except that the cost of 
removing Governuicnt property'- and the restoration costs caused b;'- such removal 
arc allor.'able if specifically provided for in tlic contract. 

l5-20li.33 REGI^UITDG ElgEI^SE. This item includes the costs of "help ranted" 
advertising and the operating costs of an employ^iicnt office necessarjr to secure 
and maintain an adequate labor force. It further includes the costs of operating 
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r.n cchicr.tlon?.! t:nd aptitude testing progrriP.j travol expenses of employGcs 
-iThilo engaged in recruiting pcrsDnncl^ and travel expenses of applicants for 
intervieirs for prospective cinploymont# These costs are allofvjablc* ITliere the 
contractor uses private employment agencies, costs not in excess of standard 
coiTnuercial rates for such services are also allarrablc» Costs of special 
benefits or cmoluracnts offered to prospective employees beyond the standard 
practices in the industry are not alloi?ablc» 

15->20U>3I; RBITTALS OF PUiI-T ATO EQUmEMT (Including sale and leaseback of 
facilities.) 

This itcn includes expenses for (i) use of land, buildings^ and 
equipment or other personal property, and (ii) rental expenses under sale and 
lease-back agreements incurred by contractors through sale of plant facilities 
to invesljiicnt organizations (such as insurance companies) or to private investors 
and concurrcntljr leasing back the same facilities* 

a» Rentals of plant and Gquipmcnt under (i) above are allavable 
if the rates are reasonable in light of the t:'pe, condition and value of the 
facilities leased, options available and other provisions of the rental 
agreement^ 

b# Rentals specified in sale and lease-back agreements under (ii) 
above arc allorrable only to the extent that such rentals do not exceed normal 
costs (such as depreciation, taxes, insvirance and maintenance expenses) Trhich 
vrould have been inctirred had the contractor retained legal title to the 
frcilities^ 

lg-20U.3$ EE5Si:.RCH AllD DSVELOHSNT ^ Research and development c::penses (some- 
tines referred to as generrl engineering crrpcnses) for the purpose of contract 



costins ^'^ro di-vadcd into tro major categories, nrincly: 

a/ General research, also referred to as basic research, fundamental 
research, pure research and bluo-'Sky research^ 

Hclated research or dcvelopaent, also referred to as applied 
research, product research and product line research* 

(1) General research is that type of research T^hich is directed 
tov/ards increase of knov:ledge in scicncct It is research rhere the primary am 
of the investigator is a fuller kno\7lcdge or understanding df the subject under 
study, rather than a practical application thereof. The costs of a contractor's 
independent general research (that i7hich is not . sponsored 1:^ a contract or grant 
or is not othen*rise reimbursed to a contractor) shall be an allov/able cost in 
all cost type contracts under the folla\Ting conditions: 

(i) The amount of such costs is reasonable* . 
(ii) The costs are equitably allocated to all rrorlc of the 
contractor other than its independent general raid related research. 

(iii) The contractor agrees to divulge to the Government 
the results of such independent general research. 

(iv) The business of the contractor at the time of entering 
the contract is predominantly ifS% ?r more) lAth non-Governmental customers* 
If less than 75>- at the time of entering the contract, alloiTajice may be author- 
ized by special contract provision. 

The above conditions vrill also apply in the negotiation of 
predetermined overhead rates. 
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(2) Related researcli is that type of research v4iich is directed 
tojard practical application of ccience, and "dsvelopment" is the systern.atic use 
of scientific Imovrledge directed toward the production of useful materials, de- 
vices, lethods, or processes, exclusive of design, manufacturing, and production 
engineering (See 15-20U.21). ^he costs of a contractor's independent related 
rasoarch (that vjl'dch is not sponsored hy ? contract or grant or is not otherwise 
rei:-.:bursed to a contractor) i.iay, ±1 allocated on the basis of all production, be 
allor-;ed as a cost under any cost type production contract if tlie research is re- 
lated to the contract product or -xoduct line. No portion of such research idll 
be allowable under cost-tjnDe research ?nd development contracts, 

c* Piesearch and development costs, regardless of the nature, tjliich 
were incurred in accounting pcrio .s prior to the award of a partici-lar militarj'^ 
contract, (including a-iounts capitalized aiid the cost of patents obtained) idll 
not oe allocated to that contract unless allo^rable as pre-contract costs (Para- 
graph l5-20li..29). 

l5-20lu36 H-JXilLTY PA'xliZillTS , This i oe:.ii covers a^iounts paid- for the right to vise 
patents, T;here the u^e of such patent is necessar;/ for the proper performance 
of the contract and where the Government does not alreadjr have a license or 
other rif'ht to use such patents, the royalties are allOT-yable to the e:!:tent ex- 
pressly provided for elsev;here In th^. contract or otherwise aiitliorized by the 
contracting officer* 

1>20U,3? S::nVIGE X.l'j \:AZC^:.TI :::L^.;SSS , This item inclT^des the costs of 
servicing the product installation, traiiiing personnel in the use, operation 
and riaintenance of the product, correcting prod'act defects, replacing defective 
parts, and other related operations or practices. Actual costs to be reimbursed 
to t'ic contractor Tdll be in accordance TTitn the clause of the contract entitled 
"Inspection of &ipplies and Correction of i^cfects", (See paragraph AStTi 7-203»5)i 
or as otherwise proirided in the contract « 
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1^20iu38 SS:;^TIU:CS ?AX > Severance -Dajr^ ?lso coriaonl]^ referred to as dismissal 
Images, is a 'payment in addition to regular salaries and t^rares, by contractors to 
worliers Wi*ose enplojTnent is being teryainated^ 

The cost of severance pfey is alloTOble onljr to the erbeat that, in 
each case, it is required by (i) law, (ii) e^vployer-enployee agree-ients, (iii) 
established policy that constitutes, in effect, an iinplicit agreement on the 
contractor's part, or (iv) the circumstances of the particular employment* 

For contract costing purposes severance pay is divided into tw 
catcj^orios as folloivs; 

iiornal T-jmover Severance Pay . The cost of severa^ice payments 
is alloT^jable and riust be allocated to all classes of wor^.: being performed in 
the contractor's plant at the tirae of pajTncnt^ KoHCvor, where the contractor 
pro^n.dos for accrual of pa for norraal severances such ncthod >jill be acceptable 
if the aiMount of the accrual is re^^s enable in light of .pa:Ticnts actually made 
for nor-ial severances over a representative past period. 

i^siss Severance Pay , The cost of abnormal or -lass severance pay 
actually made upon cessation of T-rork vjhon there is no reasonable prospect of 
conti.:uing eTiplo^n^ient on other work of the contractor is allowable. The ariiount 
allowable shall be detcruincd by assig^iing the total cost of actual mass 
severance pa:>Tnents to the entire period of e:riployment T^rith the contractor and 
equitably apportioning such cost to all business of the contractor performed 
during that period. 

A reservation in the final release of clains (See ASPR 7-203.10 may 
be nade in the case of completed cost-reiiibursenent type contracts when it is 
reasonable to assume that severance pay allocable to the contract will be made 
in thiC fiiture. 
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i5*2C)U3p SP£CIi:L TOOLBIG ^ The terra "special tooling" means property of such 
specialized nature taiat its use, without substantial modification or alteration, 
is liroited to the production of the particular supplies or to the performance 
of the particular services for wiiich acquired or furnished^ It includes, but 
is not limited to, jigs, dies, firrbures, molds, patterns, special taps, special 
gauges, and special test equipment^ The cost of special tooling, when acquired 
for and its u^efvilness is limited to government contracts, is allowable and will 
be charged directly to the government contracts.. TJhen such special tooling is 
acquired it shall be subject to the provisions of the contract clause set forth 
in ASPR 13-503 entitled "Govemmeirt Property", 

l5-20l|:^UO TiClZS m Taxes are charges levied by a government unit. Tliey do not 
include fines and penalties except as othervase provided herein. 

a. In general, taxes (iiicluding state income taxes) \irixch the 
contractor is required to pay and which are paid or accjned in accordance 
with generally accepted accounting principles are allowable, except (i) for 
Federal income and excess profits taxes 5 (ii) taxes in connection i-ath financing, 
refinai-iCing or refunding operations (see paragraph l5-^20U«17)j (iii) taxes from 
which exemptions are available to tlie contractor directljr or available to the 
contractor based on an exemption afforded the Government; and (iv) special 
assessiiients on land which represent capital improvements* 

b. Taxes otherwise alloi^-able under a. above, but which may be 
illegally or erroneously assessed may be allowed as a cost of work performed, 
provided that the contractor, prior to payment, of such taxes, (i) promptly 
requests instructions from the contracting officer concerning such taxes; (ii) 
agrees to comply with such instructions; and (iii) if so directed by the con- 
tracting officer also agrees to talce all necessary action in cooperation with 
and for the benefit of the Government, to detemdne the legality of such assess- 
ment or, as the case may be, to secure a refund of such taxes and any interest 
or penalties thereon. Interest and penalties incurred 



b7'^ co:itr^^.ctor by reason of the :aonpa;Tjr:nt o? any tax at the direction of the 
c:'ntracti:;is o'ficer, shall be allowable a cost, Re-isonablc c:^:pcn3C5 of arrr 
proceeding instituted bv the contractor at the direction ox the contracting: 
officer to J.cter.iine the legality of such an assessment or to secure a refund 
of such taxes, interest or penalties for the benefit of the Governinent, shall 
also be alloTiable as costs ♦ 

c. h-iy refund of taxes, penalties or interest thereon shall be 
credited, to contract costs in the proportion in Tjhich contract costs absorbed 
the costs of taxes, interest or penalties. If at the time the reftmd is received 
b-' the contractor, no defense contracts ai*e being pcrfor:icci, the a::iount otherwise 
to be credited to contract costs sliall bo paid directl'/ to the Government. 

15->20U>U1 TI^S, HJSriJ^SS, iu-D ^Il^;FZS8i:i.AL AC::i7ITI5S . 

a. ..X'l.ibcrships . This itei.i ijicludes costs of meribership in trade, 
business, and professional organizations and such costs are ?j.lo'Table|> 

b. Subscriptions . TlUs itcTi includes the cost of svbscriptirns to 
trade, business, professional, or teclmical pf:riodicals. Sue'... costs arc 
allowable 

c. iieetin:?:s and Conferences ♦ Expenses representing the purchase of raeals^ 
transportation, rental of facilities for meetings, and costs incidental thereto, 
when the prinarj^ purpose of the i^icurrance of such expenses is the disserdnation 

of tecinical inforniation or the stii.iulation of production, are allovjable. 

i5-2QU.li2 rnAi.:i:a SXPH^SSS . 

a. T::is itc includes tlx c^-.sts of prep-ri-ig and -aaintaininr; a prograj:; 
of instraction designed to increase the over-all effectiveness of c:.iployoes^ 
Included are the costs of the director of training and staff, trainin:: natcilals 



anc!. tdrrb boclis when the training pro^^rai; is controlled by th. extractor, and 
tnitica, fees, training riP.tcrials and tc:rt books when the training is in 
educational institutions^ 

b. Such costs vliich are lii.iitcd to on the job training are alloiira.blG 
vjhen pror.'crlj'- allocated^ 

c. Costs of training in educational institutions arc not allowable, 
ezcccpt to the extent specifically provided in the contract. 

lg-2Ql!..l!.3 To.-.. SPOmTIo-. EXPa^SSS . Transportation c:5)cnscs include the cost 
of freiglrb, express, cartage ^Jld postage relating cither to goods purchased, in 
process, or delivered* 

'Jlicn si.\ch costs can readily bo identified vath the items involved 
the- nay be direct costed or added to the cost of such ^iiatorial* (Sec paragraph 
15-204,22) • ' licrc identification T^rLt!'.:. the natc rials received cannot readily be 
r.iadc, inbound tr5Jisportation expense :::a;" bo charged to the appropriate indirect 
expense acco-ints, provided the contractor follows a consistent procedure in this 
respect. Outboruid freight, if rcirabursable under the tcr-as of the contract, 
should be treated as direct charges, 

i:::-20?!.,i!ij. , r^XPSiSSS , Tlas includes costs of transportation, lodging, 

subsistence and incidental expenses incurred by contractor personnel in a 
travel status while on official coiapany business. 

a. Travel expenses incurred in thc:i noriaal course of overall 
aclTiinistratiOii of the business and applicable to the entire business are allowable 
xihen properly allocated. 

b. Travel e:5pens€S directly attributable to contract pcrf or;r.rncc raay 
be charged to the contract in accordaico x^ith the principle of direct costing* 



c. Subsistence aiid lodging including tips or sii.llar incidciital 
c-sq^cnscs be rcii-aburscd cither on an actual or p r dicra basis. The basis 
selected sho-.ad be consistently'' followed. 

d. Costs of prc:?dujT. transports. tion nay be allovjcd r^'.ien it is sho\n 
to be neccssar:/ to pcrf :.r.:y?rice of the contract. 

c. Dntcrtain.'nGnt expenses arc not allowable, 
f . Costs of personnel movcncnt of a special or -.lass nnturc are 
allo:7ablo onl3'- t*icn authorized or approved iii vTiting hj the Contracting Office 
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MEMORANDUM FOR THE ASPR COMMITTEE 

Subj: ASPR Case 53-44, Revision of Section XV, Contract Cost Principles 

1. In accordance with the request of the ASPR Committee (Mimites of Meeting 
of 28 February 1956, Item 12), the Editing Subcommittee met on March 2, 5, 
and 6, jointly with the Section XV Subcommittee and itself met in a further 
meeting on March 7, 1956. 

2. The joint subcommittees discussed each of the areas referred to in para- 
graph 1 of the Editing Subcommittee report of February 27, 1956, and recom- 
mendations with respect to each area are set forth below under A, B, and C. 
The edited material prepared by the Editing Subcommittee as a result of 
such discussions is contained in the appropriately numbered paragraphs of 
the attached TAB B. The bracketed references are to paragraphs in the 
Section XV Subcommittee draft as submitted for editing. 

A. Material and Supply Costs - ASPR 15-204. 2(n)(6) /T5-204.21f7 
The Problem : 

In regard to tr^insfers between divisions or organizations under 
common control of items not regularly manufactured and sold through 
commercial channels, the Editing Committee recommended that sub- 
paragraph 6 include the following words before the proviso: 

**or the cost to the transferor, or the prices of other 
suppliers for the same or substantially similar items, 
whichever is lowest." 

Joint Recommendation : 

Do not include the words: 

**or the cost to the transferor". 

Include the words: 

"or the prices of other suppliers for the same or 
substantially similar itenis, whichever is loWer," 



B. Research and DevelopmeTit Costs - ASPR 15-204. 2{v)(3) ^15-204. 34(ii)/ 



The Problem: 

The Editing Subcommittee recommended that, in subparagraph 3, 
the term *'product line" be clarified and that consideration be given 
to whether the proposed allocation of the costs of related research to 
**all production work of the contractor'* would create an inequity 
since such costs would be allowable only to the extent the research 
was related to the "contract product or product line." 

Joint Recommendation I: 

Change the term "contract product or product line'* to ''contract 
product line/* This was recognized as a temporary expedient which 
would probably have the effect of limiting the term "product line" 
so that it would not be construed as having the broadest possible applica- 
tion, i.e., all products sold by the contractor. There was general agree- 
ment that such a broad application was not intended and would be un- 
desirable. However, a protracted discussion did not produce any general 
consensus of opinion on what area the term was intended to cover or 
what coverage would be desirable. The problem requires further study. 

Joint Recommendation II : 

The words "if allocated to all production work of the contractor" 
should be deleted to avoid an inequity and the following words should 
be added to the proviso before the period: 

"and the costs are allocated to all production work of the 
contractor on the contract product line,*' 

C. Pension Plans - ASPR 15-204. 2(q)2^SPR 15-204.26/ 



I. The Substantive Issue Problem. 

In regard to the issue relating to reversionary credits arising out 
of future abnormal terminations (discussed in paragraph 3.C.I. of the 
report of February 27, 1956), the Section XV Subcommittee was in 
agreement that its draft as submitted for editing was not intended to 
provide for retrospective accounting in addition to a discount of 
current costs or realistic recognition in the actuarial calculation of 
current costs in order to give effect to the anticipated future credits 
or gains arising out of "abnormal** terminations. Accordingly, it wa 
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decided to treat subparagraphs (3)(iii)(A) and (3)(iii)(B) of proposed 
ASHll 5-204. 2(q) in the disjunctive rather than the conjunction by deleting 
the *'and'* and retaining the '•or" between tjiem. 

It appeared that some of the original concern of the Army and Air 
Force members to the disjunctive treatment was associated with the 
matter of credits or gains arising out of "normal" employee turnover 
which the Section XV Subcommittee had not intended to include under 
the paragraph in question. To clarify this point, a specific reference 
to credits or gains arising out of "normal employee turnover" is 
made in the redraft of subparagraph (3)(iii){A) (appearing as (3)(iv)(A) 
in TAB B. 

To satisfy another concern of the Army and Air Force members of 
the Editing Subcommittee, this provision also provides that, where 
future credits for abnormal terminations are accounted for by a dis- 
count of, or an actuarial recognition in, current costs, the appropriate 
adjustment "shall be reflected in the contract, in an amendment 
thereto, or some other writing binding on the Government and the con- 
tractor." In regard to the words "some other writing binding on the 
Government and the contractor", the Editing Subcommittee does not 
intend that a formal agreement must be entered into or that any action 
by a Contracting Officer is necessarily required. It is merely intended 
to require that the Departmental activity authorized to determine costs 
and incidental credits reach a definitive written understanding with 
the contractor, by exchange of memoranda, correspondence j or other- 
wise, which will not leave the question whether the credits have been 
received by the Government, open to speculation, conjecture, or sur- . 
mise. 

The joint subcommittees agreed in principle (Mr. Cox, one of 
three Air Force representatives, being the sole dissenter) on treating 
this problem in the manner set forth in TAB B as proposed ASPR 
15-204. 2(q)(3)(iv) 'wliich is an edited version subsequently prepared by 
the Editing Subcommittee. 

II. The Problem of GonsisteTicy, with Part 6, Section XV 

Following 5utamisision:qf "^aige r epurt u£ Febrvcarrj 27, 1^5^, the Army 
member of the Editing Subcommittee contacted the Internal Revenue 
Service ^nd learned that the present Part 6, Section XV, as well as 
the draft submitted for editing were open to misinterpretation with 
respect to the matter of approval of pension plans by Internal Revenue 
Service. 
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For the above reason the joint subcommittees requested the technical 
assistance of the Internal Revenue Service. The Chairman of the Editing 
■Subcommittee nnade arrangements to contact W. G. Shreve, Acting Head, 
Pension Trust Section, Internal Revenue Service, and he in turn arranged 
for Mr. J. F. Heathcote, Technical Assistant, to attend the joint meeting 
of March 6, 1956, and advise the subconnmittees in their consideration 
. of the problem. This assistance has been invaluable and is gratefully 
acknowledged; without it, the joint subcommittees would have been 
required to spend a much longer time at this task. 

From information furnished as a result of the above contacts, it 
appears that the problem starts with the inferences that can be drawn 
from the present ASPR 15-601. 2(b) that certain pension plans must be 
submitted for prior approval by the Internal Revenue Service but that 
plans of tax-exempt organizations are not subject to any approval. 
Actually, no pension plans are necessarily required to be approved at 
all althouj[h the plans of tax-exempt organizations as well as those of 
organizations subject to taxation are subject to approval at some time. 
In the case of the latter, the review would most usually come about as 
a result of the employer's deduction for tax purposes of its contributions 
to a pension plan and would occur at the time of auditing income tax 
reiturns within three years after filing. However, this does not always 
occur. In the case of tax-exempt organizations, the chief effect of 
approval or disapproval is on the tax liability of the employee beneficiary; 
this may vary depending on whether the plan is ''qualified'' or not. 
To clarify this question, plans of tax-exempt organizations are often 
submitted for approval in advance. If not so submitted, the matter of 
tax liability does not usually come under scrutiny until the employee 
beneficiary begins receiving benefits. 

Following extens ive discussion, the joint subcommittees agreed in 
principle on a draft dealing with this problem. An edited version of 
this material is set forth in TAB B, as subparagraphs (2) and (3)(i) 
through (iii) of proposed ASPR 1 5-204. 2(q). 

3o Except for the single dissent mentioned above with respect to paragraph 2.C.L, 
the recommendations set forth in the foregoing paragraph have had the concur- 
rence of the Editing Subcommittee and the Section XV Subcommittee. Subsequent 
to action by the joint subcommittees on the problems discussed in paragraphs 
2. A. and 2.B., Mr. Paul Southwell, Air Force procurement member of the 
Section XV Subcommittee, submitted the memorandum attached as TAB A. 
Owing to the limited time for submitting this report, it has not been possible 
to have the members of the joint subcommittees give advance consideration to 
this report or the edited draft of the paragraph covering the .ca o co" of Pension 
Plans (Proposed ASPR 1 5-204. 2(q), TAB B attached). 
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4. The Editing Subcommittee submits herewith an edited draft .1 Part 2, 
Section XV, in accordance with the assignment of the ASPR Committee 
(see Minutes of Meeting of 13 December 1955, Item 4). This draft has 
the concurrence of the Editing Subcommittee with the reservation that it 
is anticipated that several points will require brief discussion when the 
matter is considered by the ASPR Committee. 

5. The Editing Committee invites attention of the ASPR Committee to para- 
graphs 4 iand 5 of its report of February 27, 1956, as matters for its further 
considerationc In connection with the matter of "side" agreements referred 
to in paragraph 4 of said report, members of the Section XV Subcommittee 
have furnished information to the joint Subcommittees to the effect that 

this matter was the subject of a policy determination by the Procurement 
Secretaries in the early part of 1955, 
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AFMPP-PR-2 

MEMORANDUM FOR ASPR EDITING AND SECTION XV PART 2 SUBCOMMITTEES 

SUBJECT: Editing Subconmittee*8 Change to Paragraphs 15*204. 21(f) and 
15-204. 34(b) (ii) Section XV Part 2 Cost Principles 

1. The Air Force Procurement member of the Contract Cost Principles 
Subcoranittee having given further consideration to the Editing Subcommit- 
tee's changes to (i) the material and supply paragraph relating to inter- 
divisional transfer of such items and (ii) the paragraph on related 
research, finds he cannot agree to the changes considered by Section XV 
and Editing Subcommittees on 2 March 1956. 

2. Consider first the edited changes to interdi visional transfer 
language, namely, the Insertion of the words "or. the prices of other 
suppliers for the same or substantially similar items, whichever is 
lower." 

Reasons advanced for this addition were somewhat as follows: 

a« "While it may not be likely to ordinarily occur, it is 
conceivable that a company might transfer goods from one division to 
another for use on a government contract at a * price' based on existing 
market conditions which would be below the original cost to the trans- 
feror. Without this language the Government would be obligated to pay 
the transferor's cost, although the company might be willing to make 
the transfer at a price below cost". 

Comment : Such a situation could only occur where such 

materials were in stock. The chances that this 
situation is ever likely to occur so that the contract 
costs would be affected in any material amount is so remote 
as to be beyond such serious consideration as to change the 
paragraph on interdivisional transfers. Companies just don't 
go about carrying large obsolete or non-usable materials in 
stock. 

b. "This language would cover a situation where a contractor elects 
to manufacture in one of his other divisions an item which is not normally 
manufactured by that division, but which is regularly manufactured by another 
'outside' company; and in such situation the change in the paragraph would 
limit the contractor's reimbursement for such item to the lower of his manu- 
facturing cost or the price he would have paid had the item been bought from 
the normal outside manufacturer". 

Comnent : Again, this is a situation that is "conceivable" but 

its actual occurrence is so remote that it need not 
and should not be covered in the language relating to inter- 
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divisional transfers. Such language can only lead to confusion 
among auditors, contracting officers and contractors as to how 
and when it applies. This type of situation can best be handled 
by the contracting officer in his approval authority over sub* 
contracts. 

3. The change to the paragraph covering related research which 
would allocate to the contract the cost of its related research is, 
likewise » not agreed to. 

4. The Contract Cost Principle Subcomnittee, acting on instructions 
from the ASPR Committee, provided in its revision to the cost principles 
that related research related to the contract product line should be 
allocated to all production work of the contractor. This was based on 
the ASPR Committee's decision that a little more liberal treatment should 
be taken on accepting related research cost than the present existing 
ASPR 15-204(s) provides, which is: ''Research and development specifically 
applicable to the supplies or services covered by the contract.*' 

5. The Air Force Procurement member feels that there should be no 
change in the allocation to all production work of related research related 
to the contract product line. 



PAUL M. SOUTHWELL 



OGC/GWM:lwt . _ 

March 9, 1956 

PartZ -- Supply Contracts, a nd S e r v i c e an d R e s e i r c h 

and Development Contracts with Organizations 
Having Commercial Type Accounting Systems 

15-200^ Scope of Part. This Part sets forth principles and standards for the 
determination and allowance of costs in connection with cost-reimbursement 
type contracts and cost-reimbursement type subcontracts thereunder for the 
procurem«it of supplies, services, and research and development work. How- 
^ It ^art does notapply to contracts for services or researchand development 
work with contractors or subcontractors^ichdo not have commercial typeaccount- 
mg systems, or for facilities, construction, or architect-engineer services 
related to construction. 

15-201 Basic Considerations . 

15-201.1 Composition of total Cost. The total cost of a cost-reimbursement 
type contract is (i) the allowable direct costs, plus (ii) the allocable portion 
of aUowable indirect costs, less (iii) any applicable credits. 

15-201.2 Factors Affectinp^ Allowability of Costs . Factors to be considered 
in determining the aUowability of costs include (i) reasonableness, (ii) applica- 
tion of generally accepted accounting principles and practices, (iii) significant 
deviations from the established practices of the contractor which substantially 
increase the contract costs, and (iv) any limitations set forth in this Part 2 
or otherwise included in the contract as to types or amounts of cost items. 

^^-^^h^ Credits. The applicable income, rebates, aUowances. and other 
credits received by or accruing to the contractor which are related to any 
allowed cost shall be credited to- the Government either as a reduction in 
contract cost or by a cash refund, as appropriate. 

15^:201.4 Contractor's Accounting System . The requirements concerning 
record keeping and approval of the contractor's accounting procedures and 
practices are set forOi in the Records clause (ASPR 7-203.7). 

15-202 Direct Costs. 

^^-2-02..1 General. Direct costs are those items of cost which can be 
specifically identified with any objective, service, program, or project of 
the contractor and are chargeable directly thereto. Allowability of direct 
costs shaU be determined pursuant to ASPR 15-201.2. Major items of cost 
such as freight, travel, communications, engineering services, etc., as well 
as the costs of materials and productive labor, should be charged directly to 
(i) a contract, or (ii) other work of the contractor, with which they are readily 



TAB B 



ideiitifiable. When the contractor is engaged in both defense and non-defense 
production or services, this principle must be applied consistently to both. 
IHaen the accounting xcxpense of direct costing of minor items would exceed 
the resulting benefits, individual items, otherwise allowable as direct costs, 
may be treated as indirect costs, 

15-202.2 Direct Material Costs , Direct material costs include the cost of all 
purchased items and items manufactured independently of a contract, which 
are directly incorporated into or attached to the end product or which are 
directly consumed or expended in the performance of a contract. Direct 
material costs of reasonable overruns, spoilage, and defective work may also 
be included; but, as to defective work, see paragraph (c) of the inspection 
clause in ASPR 7-203o5. 

15-202.3 Direct Labor Costs , Direct labor costs include salaries and wages 
specifically indentifiable with and properly chargeable directly to the perform - 
ance of a contract or other work of the contractor « Average rates may be 
used where the contractor demonstrates that the results are equitable „ Direct 
labor costs may also include other associated costs, such as payroll taxes 
and workmen's compensation insurance, where it is the established practice 
•of the contractor to treat these items as a part of direct labor costs, 

15-202.4 Other Direct Costs, Other items of cost may, in particular cases, 
be charged directly to the contract where the contractor demonstrates that 
they are specifically related to the performance of the contract. When, 
however, items ordinarily chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar items applicable to 
other work of the contractor must be eliminated from indirect costs allocated 
to the Government contract, 

15-203 Indirect Costs, 

15-203.1 General , (a) Indirect costs are those items of cost which cannot be 
specifically identified with any one objective, service, program or project of 
the contractor. Indirect costs are accumulated for accounting purposes by 
logical cost groupings and are charged to all work of the contractor by a 
process of allocation . Each element of indirect cost is subject to the limita- 
tions of this Part as to allowability, 

(b) The method of allocation of indirect costs must be based on the 
particular circumstances involved. The objective should be the selection of 
a method which will distribute the indirect costs in an equitable manner„ The 
method used in connection with Government contracts shall, in order to be 
acceptable, conform with generally accepted accounting practices, be applied 
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consistently, and produce equitable results. Any significant change in the 
nature of the business, the extent of subcontracting, fixed asset improvement 
programs, the volume of sales, the volume of production, manufacturing pro- 
cesses, the contractor's products, or other factors may require reconsidera- 
tion of the method previously used. Individual elements of indirect cost are 
discussed in ASPR 15-203.2 through 15-203.5. 

(c) The base period for allocation of indirect costs shall be representa- 
tive of the period of contract performance and shall be sufficiently long to 
avoid inequities in the allocation of costs, but in no event longer than the con- 
tractor's fiscal year. 

15-203.2 Indirect Manufacturing and Production Costs . Indirect manufacturing 
and production costs consist of items of cost which are attributable to the manu- 
facturing and productive process as a whole and which cannot be specifically 
identified with any one objective, service, program, or project in accordance 
with ASPR 15-202. Allocation of indirect manufacturing and production costs 
on a time basis, such as direct labor man-hours or ma chine -hours, is a 
method which generally produces accuracy and equity. Other acceptable 
methods of allocation, in appropriate circumstances, include direct labor 
dollars (exclusive of overtime premium), units processed, and prime costs 
of units processed. The contractor may departmentalize or establish cost 
centers, in order to allocate the indirect costs equitably. Factors to be con- 
sidered in determining the propriety of departmentalization or establishment 
of cost centers include variety of products, complexity of processes, and rela- 
tive labor and facility requirements for the various products. 

15-203.3 Indirect Engineering Costs . Indirect engineering costs include costs 
of engineering supervision, engineering administration, and engineering supplies, 
and other related costs, which cannot be specifically identified with any one ob- 
jective service, program, or project in accordance with ASPR 15-202. These 
costs arise out of engineering activities such as product design, tool design, 
experimental development, manufacturing and production development, layout 
of production lines, determination of machine methods, and related blueprinting 
and drafting. Indirect engineering costs shall be allocated to the benefited 
contract and other work of the contractor (see ASPR 15-204. 2(v)(4)) on the basis 
of direct engineering man-hours expended, direct engineering labor dollars 
(exclusive of overtime, extra-pay shift, and multi- shift premium), or some 
other equitable basis. 

15-203.4 Selling and Distribution Costs . Selling and distribution costs arise 
through marketing the contractor's products and include sales promotion, 
advertising, and distribution costs, and other related costs. Generally, such 
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costs are not considered to be allowable as a charge to Government cost- 
reimbursement type contracts (but see ASPR 15-204<.2(b)) . However, subject 
to the other provisions of this Part, costs in this category, including super- 
visory and clerical costs, which relate to technical, consulting, and other 
beneficial services, and which are for purposes such as application and 
adaptation of the contractor* s products, rather than pure selling, are allowable 
if a reasonable benefit to Government contracts is demonstrated* $uch costs 
shall be allocated to the contractor's commercial work and its individual 
Government contracts on an equitable basis* Because of the special problems 
that arise in this area, the contractor should identify in its records, by means 
of sub-accounts or otherwise, the items of selling and distribution cost con- 
sidered properly allocable to Government contracts. 

IS-'ZOB.S General and Administrative Costs c General and administrative costs 
consist of items of cost attributable to the overall management, supervision, 
and conduct of the business. Any recognized method of allocating general and 
administrative costs is acceptable if equitable results are thereby obtained. 
Factors to be considered in determining whether the results are equitable 
include: 

(i) the ratio of each of the several cost components to the total cost 
of the contract, exclusive of general and adnninistrative costs, 
compared to the corresponding ratios for the contractor's entire 
business; 

(ii) the ultimate objective of distributing general and administrative 
costs consistently with the general and administrative effort in- 
volved in each element of the contractor's business; 

(iii) any significant variations of inventories between accounting 
periods; 

(iv) variations in the ratio of the contract inventory levels to all 
other inventory levels; and 

(v) other relevant factors including those mentioned in ASPR 
15-203.l(b), 

15-204 Principles and Standards for Selected Items of Cost * 

15-204.1 General , Applications of the ^bove basic cost principles and standards 
to certain selected items of cost are set forth below, and apply whether the 
particular item of cost is treated by the contractor as direct cost or as indirect 
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cost. Failure to mention any particular item of cost does not imply that it 
is either allowable or unallowable. With respect to all items, whether or not 
specifically covered, determination of allowability shall be based on the 
principles and standards set forth in this Part and. where appropriate, the 
treatment of similar or related items. 

15-204.2 Costs Allowable in Whole or in Part. 

Advertising Costs. Advertising costs include the costs of advertising 
media and corollary administrative costs. Advertising media include maga- 
zines, newspapers, radio and television programs, direct mail, trade papers, 
outdoor advertising, dealer cards and window displays, conventions, exhibits, 
free goods and samples, and sales literature. Only the following advertising' 
costs are allowable: 

ti) advertising in trade and technical journals, provided such ad- 
vertising does not offer specific products or services for sale 
but is placed in journals which are valuable for the dissemina- 
tion of technical information within the contractor's industry; 
and 

(ii) help wanted advertising, as set forth in (t) below. 

(b) Bidding Costs . Bidding costs are the costs of preparing bids or 
proposals on potential Government and non-Government contracts or pro- 
jects, including the development of engineering and cost data necessary to 
support the contractor's bids or proposals. Bidding costs of the current 
accounting period of both successful and unsuccessful bids and proposals 
normally shall be treated as indirect costs and allocated currently to all 
business of the contractor, in which event no bidding costs of past account- 
ing periods shall be allocable in the current period to the Government con- 
tract; however, the contractor's established practice may be to treat bidding 
costs by some other recognized method. Regardless of the method used, 
the results obtained may be accepted only if found to be reasonable and 
equitable. 

(c) Cafeteria, Dining Room, and Other Food Service Costs and Credits. 
Food services include operating or furnishing facilities for cafeterias, dining 
rooms, canteens, lunch wagons, vending machines, or similar types of serv- 
ices for the contractor's employees at the contractor's facilities. Profits 
(except profits irrevocably set over to an employee welfare organization of 
the contractor in amounts reasonably useful for the benefit of the employees 
at the site or sites of contract performance) accruing to the contractor from 
the operation of these services, whether operated by'the contractor or by a 



5 



I 



concessionaire, shaU be treated as a credit to costs of aU production within 
the contractor's plant in which the services are furnished. Reasonable losses 
of operation from such services are allowable when it is the policy of the con- 
tractor to operate such services at no loss or profit; provided , however, that 
any gains or losses from these services must be appropriately allocated to 
all activities benefited, including Government contracts, men it is the policy 
of the contractor to furnish such services at a loss, losses on such operation 
shall not be allowed as a cost unless specifically provided for in the contract. . 

Civil Defe nse Costs. Civil defense costs are those incurred in the 
planning for, and the protection of life and property against, the possible effects 
of enemy attack. These costs are generaUy incurred pursuant to plans developed 
by State and local civil defense authorities. Reasonable costs of civil defense 
measures, inchiding costs in excess of normal plant protection costs, first- 
aid training and supplies, fire fighting training and equipment, posting of addi- 
tional exit notices and directions, and other approved civil defense measures^ 
undertaken on the contractor's premises pursuant to suggestions or require- 
ments of civil defense authorities are allowable when allocated to all work of 
the contractor. Costs of capital assets acquired for civil defense purposes 
shall be depreciated over a reasonable number of years in conformity with 
generally accepted accounting principles. Except as specificaUy provided for 
in the contract, contributions to local civil defense funds or projects not on 
the contractor's premises are unallowable. 

(e) Compensation for Personal Services. (Reserved) 

Contributions and Donations. Reasonable contributions and dona- 
tions to established nonprofit charitable, scientific, and educational organiza- 
tions are allowable if they are deductible for Federal income tax purposes; 
provided that such deductibility does not in itself justify allowance as a con- 
tract cost. The reasonableness of the amount of particular contributions and 
donations, and the aggregate thereof for each fiscal period, must be judged 
ordinarily in light of the pattern of past contributions, particularly those made 
prior to the placing of Government contracts. Allowable contributions and 
donations shall be allocated to all work of the contractor. 

(g) Depreciation . 

(1) Depreciation is a charge to current operations which distributes 
the cost of a tangible capital asset, less estimated residual value, over the 
estimated useful life of the asset iii a systenaatic and logical manner. It does 
not involve a process of valuation. Useful life has reference to the prospective 
period of economic usefulness in the particular contractor's operations as 
distinguished from physical life. 
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(2) Depreciation on a contractor's plant, equipment, and other 
capi^l facilities is an allowable element of contract cost; provided that the 
amount thereof is based upon original acquisition, cost. Depreciation shall 
be accounted for by consistent application to the assets concerned of any 
generally accepteti -accounting principles, including those recognized by 
Section 167 of the Internal Revenue Code of 1954, and should usually be allocated 
to the contract and other work as an indirect cost. The amount of deprecia- 
tion aUowed in any accounting period may, consistent witii the basic objec- 
tives set forth in (1) above, vary with volume of production or use of multi- 
shift operations. 

(3) Depreciation on idle or excess facilities shall not be allowed 
except on such facilities as are reasonably necessary for standby purposes. 

(4) Where the contractor has applied for, received, and accepted 

a determination of "true depreciation" from an Emergency Facilities Board 
covering an emergency facility acquired under a certificate of necessity, 
the amount so determined for "true depreciation" over the emergency 
period (5 years) shall be recognized in lieu of normal depreciation. The 
contractor may elect to use normal depreciation rather than "true deprecia- 
tion" as determined by the Emergency Facilities Board; however, the method 
chosen after such determination of "true depreciation" must be followed con- 
sistently throughout tiie life of the emergency facility. The undepreciated 
cost of the emergency facility remaining after the expiration of the emergency 
period shall be depreciated over its remaining useful life and shall be the only 
amount recognized as allowable cost (but see paragraph 15-204. 3(d). The 
remaining undepreciated cost shall not include any amount of unrecovered 
"true depreciation" (or normal depreciation if the contractor has elected 
not to use "true depreciation") allowable during the emergency period. 

(5) Unless otherwise provided for in the contract, no use charge shall 
be allowed for assets still in use which, in accordance with the contractor's 
consistent accounting practice, have or should have been fully depreciated 
on the contractor's books. 

(h) Employee Morale, Health, and Welfare Costs and Credits. Reason- 
able costs of healtii and welfare activities, such as house publications, health 
or first-aid clinics, and,^atiployee counselling services, incurred, in accordance 
with the contractor's established practice or custom in the industry or area, 
for the improvement of working conditions, employer-employee relations, 
employee morale, and employee performance, are allowable. Such costs shall 
be equitably allocated to all work of the contractor. Income generated from 
any of ttiese activities shall be credited to the costs thereof unless such in- 
come has been irrevocably set over to employee welfare organizations. 
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(i) Fringe Benefits . Fringe benefits are allowances and services pro- 
vided by the contractor to its employees as coTnpensation in addition to regu- 
lar wages and salaries. Costs of fringe benefits^ such as pay for vacations^ 
holidays 9 sick leave > military leave » and employee insurance » are a^Uowable 
to the extent required by law, employer-employee agreement, or an esiablished 
policy of the contractor which constitutes, in effect, an implied agreement on 
the contractor's part (but see (e) above, and (j)(3)(v), (q) and (y) below.) 

(j) Insurance and Indenrmification . 

(1) Insurance and indemnification include (i) those types of insurance 
which the contractor is required to carry under the terms of the contract, or 
by specific instruction of the contracting officer or his authorized representa- 
tive (see AS PR 10-501 for kinds of insurance ordinarily required), (ii) any 
other insurance for which the contractor seeks reimbursement under the 
contract, and (iii) liabilities to third persons not compensated by insurance 

or otherwise. 

(2) Costs of insurance required or approved, and maintained pursu- 
ant to the clause in ASPR 7-203.22 are allowable. 

(3) Costs of other insurance, not required to be submitted for ap- 
proval but maintained by the contractor in connection with the performance of 
the contract, are allowable subject to the following limitations: 

(i) types and extent of coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circumstances; 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profit, interest. Federal in- 
come taxes, and any other items of cost unallowable under 
this Part; 

(iii) costs of insurance or any reserve covering the risk of loss 
of or damage to Government-owned property are unallowable 
except to the extent that the Government shall have approved 
or required such insurance or reserve; 

(iv) costs of a reserve for a self-insurance program are un- 
allowable unless the program has been approved by the mili- 
tary department concerned; and 
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(v) costs of insurance on the lives of officers, partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 



(4) The Government is only obligated to indemnify the contractor 
to the extent expressly provided in the contract (for example, see ASPR 
7-203. 22), Therefore, except as otherwise expressly provided in the contract, 
actual losses not reimbursed by insurance (through an approved self-insurance 
program or otherwise) are unallowable. 

(k) Labor Relations Costs. Costs incurred in maintaining satisfactory 
relations between the contractor and his employees, including costs of shop 
stewards, labor management committees, employee publications, and other 
related activities are allowable. 

(1) Maintenance and Repair Costs , 

(1) Costs, necessary for the upkeep of property (including Governn^snt 
property unless otherwise provided for), which neither add to the pernnanent 
value of the property nor appreciably prolong its intended life, but keep it in an 
efficient operating condition, are allowable. Expenditures for plant and equip- 
ment which, according to generally accepted accounting principles, should be 
capitalized and subjected to depreciation are allowable only on a depreciation 
basis. Costs of maintenance and repair of excess facilities and of idle facili- 
ties (other than reasonable standby facilities) are unallowable. 

(2) Costs of maintenance and repair which are delayed from a period 
prior to the contract, for some reason such as abnornnal operating conditions 
or lack of funds, and are performed during the contract period are unallowable 
unless specifically provided for in the contract. Likewise, the estimated cost 
of maintenance and repair normally required but not accomplished during the 
period of the contract shall not be allowed as a cost unless specifically pro- 
vided for in the contract. 

(m) Manufacturing and Production Engineering Costs. Costs of manu- 
facturing and production engineering, including engineering activities in con- 
nection with: 

(i) current manufacturing processes such as motion and time 
study, methods analysis, job analysis, and tool design and 
improvement; and 

(ii) current production problems, such as materials analysis 

for production suitability and component design for purposes 
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of simplifying production; 

are allowable. 

(n) Material and Supply Costs. 

(1) The net costs of such items-as raw material, parts, sub-assemblies 
components, and manufacturing supplies, whether purchased or manufactured 
by the contractor, and such collateral items as inbound transportation and in- 
transit insurance, are allowable, subject, however, to (2) through (6) below. 

In computing costs of material, consideration will be given to reasonable over- 
runs, spoilage, or defective work (as to defective work, see paragraph (c) of 
the inspection clause in ASPR 7-203 c 5). 

(2) Costs of material and supplies shall be suitably adjusted for ap- 
plicable portions of income and other credits, including available trade dis- 
counts, refunds, rebates, allowances, and cash discounts, and credits for scrap 
Hird salvage -la-nd ixiatterial ioml supplies returned to vendors, .^cii income and 
other credits shall either be credited directly to cost of the Tnaterial or sup- 
plies involved or be allocated (as credits) to indirect costs. However, where 
the contractor can demonstrate that iailure to take cash discounts was due 

to circumstances beyond its control, such lost discounts need not be so credited. 

(3) When material is purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof 
shall be charged to that contract. 

(4) If material is issued from stock, any generally recognized 
method of pricing such material is acceptable if that method is consistently 
applied and the results obtained are equitable. 

(5) Reasonable charges or credits arising from a difference between 
periodic physical inventory quantities and related material control records 
shall be included in arriving at the cost of material if such charges or credits 
(i) do not include •*write-downs'* or ''write-ups" of value, and (ii) relate to 
the period of performance of the contract. 

(6) Costs of material, services, or supplies, sold or transferred 
between plants, divisions, or organizations, under common control, shall 
be allowable only to the extent of the cost to the transferor, or the prices 
of other suppliers for the same or substantially similar items, whichever 
is lower; provided that, in the case of any item regularly manufactured and 
sold by any such transferor through commercial channels, a departure from 
this cost basis is permissible if the charge to the contract does not exceed 
either (i) the transferor's sales price to its most favored customer for the 
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same item in like quantity, or (ii) the prices of other suppliers for the same 
or substantially similar items. 

(o) Overtime, Extra-Pay Shift, and Multi-Shift Premiums . The premium 
portion of overtime, extra -pay shift, and multi- shift payments to direct labor 
employees may be classified as either direct or indirect labor costs, but the 
amount of such premiums shall be separately identified. Costs of such pre- 
miums on direct labor are allowable only to the extent expressly provided 
for in the contract or otherwise authorized by the Government (see ASPR 
12-102 for further information concerning the policy regarding such authori- 
zation). When direct labor cost is the base for distribution of overhead, the 
premium portion of overtime payments shall not be included in that base. 
The premium portion of overtime, extra-pay shift, and multi-shift payments 
to indirect labor employees is allowable without prior approval, if reason- 
able, and if allocated on a pro rata basis to connmercial as well as Govern- 
ment work, vVhen such premium costs are charged as indirect costs, the 
amount allocated to Government contracts shall be equitable in relation to 
(i) the amount of such premium costs allocated to non-Government work 
being concurrently performed in the contractor's plant and (ii) the factors 
which necessitate the incurrence of the costs. 

(p) Patent Costs . Costs of preparing disclosures, reports, and other 
documents required by the contract and of searching the art to the extent 
necessary to make such invention disclosures, are allowable. Upon the 
written authorization of the contracting officer, costs of preparing docu- 
ments, and any other patent costs in connection with the filing of a patent 
application by the Government, are allowable. Costs of research and 
development work are treated in (v) below. (See also (w) below.) 

(q) Pension Plans i 

(1) A pension plan is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of 
definitely determinable benefits to its employees over a period of years, 
usually for life, after retirement. Such a plan may include disability, 
withdrawal, insurance, or survivorship benefits incidental and directly 
related to the pension benefits. Such benefits, generally, are measured 
by, and based on, such factors as years of service and compensation 
received by the employees. The determination of the amount of pension 
benefits and the contributions to provide such benefits are not dependent 
upon profits. Benefits are not definitely determinable if funds arising 
from forfeitures on termination of services or other reason may be used to 
provide increased benefits for the remaining participants instead of being 
used to reduce the amount of contributions by the employer. A plan 
designed to provide benefits for employees or their beneficiaries to be 
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paid upon retirement or over a period of years after retirement shall be con- 
sidered a pension plan if, under the plan, either the benefits payable to the 
employee or the required contributions by the contractor can be determined 
actuarially. (Retirement plans which are based on profit-sharing shall not 
be considered to be pension plans within this paragraph (q).) ^ 

(2) Consideration, and approval or disapproval, of all pension plans 
and the method of determination of the costs thereof shall be the responsi- 
bility of the Department to which audit cognizance is assigned and subsequent 
action taken by that Department will, generally, be accepted by the other De- 
partments o Such plans must meet the qualification requirements prescribed 
by Section 401 of the Internal Revenue Code of 1964 (P«Lo 591, 83rd Cong., 

2d Sess., 68A Stat. 134)^ Prior to approval of such plans by the cognizant 
Department, approval by Internal Revenue Service shall be obtained in the 
case of: 

(i) contractors who are subject to Federal income tax; and 

(ii) nonprofit or tax-exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not neces- 
sarily assure the allowance of the costs of such a plan by the Department 
concerned. In the case of all other plans, compliance with the qualification 
requirements of Section 401 of the Internal Revenue Code of 1954 shall be 
determined by the cognizant Department using, insofar as applicable, the 
regulations, criteria, and standards of the Internal Revenue Service, 

(3) To the extent pension plans are approved by the cognizant 
Military Department, costs thereof are allowable subject to the following 
conditions: 

(i) such costs shall meet the requirements of ASPR 15-201.2; 

(ii) such costs, including excess contributions (see Section 
404(a)(1)(D) of the Internal Revenue Code of 1954), are 
allowable only to the extent — 

(A) such costs are claimed and deductible for Federal 
income tax purposes in the current taxable period; or 

(B) in the case of nonprofit or tax-exempt organizations, 
such costs could have been claimed and deducted 

for Federal income tax purposes in the current taxable 
period if such organizations were subject to the payment 
of income tax; 
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(iii) in cases where the Internal Revenue Service withdraws 
approval of a plan, an appropriate adjustment of contract 
costs shall be made for contributions which previously 
have been allocated to and allowed as contract costs and 
which are — 

(A) disallowed for tax purposes; or 

(B) in the case of nonprofit or tax exempt organizations, 
could have been disallowed for tax purposes if such 
organizations were subject to the payment of income 
tax; and 

(iv) in determining the net pension plan costs allocable to mili-^ 
tary contracts, and in addition to making appropriate ad- 
justments for credits or gains arising out of normal employee 
turnover, consideration shall be given, in accordance with 

(a) or (B) below, to possible future abnormal termination 
credits or gains which may arise with respect to individuals 
for whom pension plan costs have been or are being in- 
curred by the contractor but whose employment will termi- 
nate before they acquire a vested right to the benefits under 
such plans — 

(A) when such abnormal termination credits or gains are 
foreseeable and can be currently evaluated with reason- 
able accuracy^ an equitable adjustment of current costs 
to give effect to such anticipated future credits or gains 
shall be made, either by reducing the current costs 
otherwise allocable, or by obtaining realistic recogni- 
tion in the actuary's calculation of current costs, so 
that the current costs do, in fact, reflect the reduction 
for the abnormal ternriination credits or gains which are 
anticipated; and such adjustment shall be reflected in 
the contract, in an amendment thereto, or some other 
writing binding on the Government and the contractor; 
or 

(B) when such abnormal termination credits or gains, 
whether or not foreseeable, cannot be currently evalu- 
ated with reasonable accuracy, or have not been the 
subject of adjustment under (A) above, pension plan 
costs incurred under the contract shall be subject to 
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retrospective accounting and any necessary adjustment 
for such subsequent termination credits unless the 
Government and the contractor agree upon a method 
of determining such adjustment, or agree upon an equitable 
adjustment; any such agreement shall be reflected in the 
contract, in an amendment thereto, or in a separate agree- 
ment binding on the Government and the contractor, 

(4) The allowability of costs of lump sum purchases of annuities 
or of lump sum cash payments or periodic cash payments made to provide 
pension benefits for retiring or retired employees other than such costs in- 
curred under approved pension plans shall be subject to consideration on an 
individual case basis. 



Plant Pro tection Costs. Costs of wages, uniforms, and equipment 
of personnel engaged in plant protection; supplies; depreciation on plant pro- 
tection capital assets; and necessary expenses to comply with military security 
requirements are allowable. 



(s) 



Other. 



Professional Service Costs ^ Legal, Accounting. Engineering, and 



(1) Costs of professional services rendered by the members of a 
particular profession s«par«tely engaged by the contractor are allowable, 
subject to <2) and <3) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery of the costs from the Govern- 
ment (but see ASPR l5-204,3(f)) . 

(2) Factors to be considered in determining the allowability of costs 
in a particular case include: 

(i) the past pattern of such costs, particularly in the years prior 
to the award of Government contracts; 
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(ii) the impact of Government contracts on the contractor's 
business; 

(iii) the nature ^nd scope of managerial services expected of the 
contractor's own organization; and 

(iv) whether the proportion of Government work to the contractor's 
total business is such as to influence the contractor in favor 

of incurring the cost, particularly where the. services rendered 
are not of a continuing nature and have little relationship to 
work under Government contracts. 

Retainer fees to be allowable must be reasonably supported by evidence of 
services rendered. 

(3) Costs of legal, accounting, and consulting services, and related 
costs, incurred in connection with organization and reorganization, defense 
of anti-trust suits, and the prosecution of claims against the Government, 
are unallowable. Costs of legal, accounting, and consulting services, and re- 
lated costs, incurred in connection with patent infringement litigation, are un- 
allowable unless otherwise provided for in the contract, 

(t) Recruiting Costs . Costs of help wanted' • advertising, operating 
costs of an employment office necessary to secure and maintain ^n adequate 
labor force, costs of operating an aptitutfe and educational testing program, 
travel costs of employees while engaged in recruiting personnel, and travel 
costs of applicants for interviews for prospective employment are allowable. 
Whe re the contractor uses private employmjent agencies^ costs not in excess 
of standard commercial rates for such services are also allowable. Costs of 
special benefits or emoluments offered to prospective employees beyond the 
standard practices in the industry are unallowable. 

(u) Rental Costs (Including Sale and Leaseback of Facilities) . 

(1) Rental costs of land, buildings, and equipment and other personal 
property are allowable if the rates are reasonable in light of the type, condi- 
tion, and value of the facilities leased, options available, and other provisions 
of the rental agreement. 

(2) Unless otherwise specifically provided in the contract, rental 
costs specified in sale and leaseback agreements, incurred by contractors 
through selling plant facilities to investment organizations, such as in- 
surance companies, or to private investors, and concurrently leasing back 
the same facilities, are allowable only to the extent that such rentals do not 
exceednormal costs, suchas depreciation, taxes, insuraiice, and maintenance, borne 
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by the lessor, which would have been incurred had the contractor retained 
legal title to the facilities. 

(v) Research and Development Costs. 

(1) Research and development costs (sometimes referred to as general 

engineering costs) are divided into two major categories, for the purpose of 

contract costing: (i) general research, also referred to as basic research, 

fundaLmental research; pure research, and blue-sky research; and (ii) related 

research or development, also'referred to as applied research, product research 
and product line research. * 

(2) General research is that type of research which is directed toward 
increase of knowledge in science. In such research, the primary aim of the 
investigator is a fuller knowledge or understanding of the subject under study, 
rather than a practical application thereof. Costs of independent general re- 
search (that which is not sponsored by a contract, grant, or other arrangement) 
are allowable to the extent specifically provided in the contract. Genera lly, 

the contractor shall be required to disclose to the Government the purposes 
and results of such independent general research. In specifically providing 
for such costs, factors to be considered include: 

(i) scope, nature, and quality of the contractor's independent 
general research program; 

(ii) capability of the contractor in the particular research field; 

(iii) benefits which may accrue to the Government; 

(iv) comparison of size and cost of contractor's previous years' 
independent research programs; and 

(v) proportion of Government business to contractor's total 
business. 

(3) Related research is that type of research which is directed toward 
practical application of science. Development is the systematic use of 
scientific knowledge directed toward the production of useful materials, devices, 
methods, or processes, exclusive of design, manufacturing, and production 
engineering (see ASPR 15-204. 2(m)) . Costs of a contractor's independent re- 
lated research and development (that which is not sponsored by a contract, 
grant, or other arrangement) are allowable under any cost-reimbursement type 
production contract; provided the research is related to the contract product 
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line and the costsTi-are fii^^^^^^ work of the contractor on the 

contract product line. Such research costs are unallowable under cost-reim- 
bursement type research and development contractSc 

(4) Independent research and development projects shall absorb their 
appropriate share of the indirect costs of the department where the research 
work is performed. 

(5) Research and development costs (including amounts capitalized), 
regardless of their nature, which were incurred in accounting periods prior 
to the award of a particular contract, shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR 15-204,3(i)) . 

(w) Royalties and Other Costs for Use of Patents . Royalties on a patent 
or invention^ or amortization of the cost of acquiring a patent or invention or 
rights thereto, necessary for the proper performance of the contract and 
applicable to contract products or processes, are allowable to the extent 
expressly set forth in the contract or otherwise authorized by the contracting 
officer; provided that where the Government has a license or the right to free 
use of the patent or invention such costs are unallowablej and provided further 
that where the patent has been adjudicated to be invalid such costs are un- 
allowable unless expressly set forth in the contract. 

(x) Service and Installation Cost s. Costs of servicing the product in- 
stallation, and training Government personnel in the use, maintenance, and 
operation of the product are allowable. 

(y) Severance Pay . 

(1) Severance pay, also commonly referred to as dismissal wages, 
is a payment in addition to regular salaries and wages, by contractors to 
workers whose employment is being terminated- Costs of severance pay 
are allowable only to the extent that, in each case, it is required by (i) law, 
(ii) employer-employee agreement, (iii) established policy that constitutes, 

in effect, an implied agreement on the contractor's part, or (iv) circumstances 
of the particular employment. 

(2) For contract costing purposes, severance pay is divided into two 
categories as follows: 

(i) Costs of normal turnover severance payments shall be 
allocated to all classes of work being performed in the 
contractor's plant at the time of payment; however, where 
the contractor provides for. accrual of pay for normal 
severances such method will be acceptable if the amount 
of the accrual is reasonable in light of payments actually 
made for normal severances over a representative past 
period; and 



(ii) costs of abnormal or mass severance pay actually made upon 
cessation of work when there is no reasonable prospect of 
continuing employment on other work of the contractor shall 
be assigned to the entire period of employment with the con- 
tractor and equitably allocated to all business of the con- 
tractor performed durihg that period, A reservation in the 
final release of claims (see ASPR 7-203.4) may be made in 
case of completed cost-reimbursement type contracts when 
it is reasonable to assume that severance pay allocable to 
the contract will be made in the future. 

(21) Special Tooling Costs . The term special tooling means property 
of such specialized nature that its use, without substantial modification or 
alteration, is limited to the production of the particular supplies or the per- 
formance of the particular services for' which acquired or furnished. It 
includes, but is riot limited to, j igs, dies, fixtures, molds, patterns, special 
taps, special gaiigies, arid special test equipment. Costs of special tooling, ac- 
quired for the performance of Government contracts, are allowable and shall be 
charged directly to such contracts. 

(aa) Taxes. 

(1) Taxes are charges levied by Federal, State, or local governments. 
They do riot include fines and penalties except as otherwise provided herein, 
in general^ taxes (including State and local income taxes) which the contractor 
is required to pay and which are paid or accrued in accordance with generally 
Accepted accounting pr inciples are allowable, except for: 

(i) Federal incorae and excess profits taxes; 

(ii) taxes in connection with financing, refinancing or refunding 
operations (see ASPR 15-204.3(1)); 

(iii) taxes from which exemptions are available to the contractor 
directly or available to the contractor based on an exemp- 
tion afforded the Government except when the contracting 
officer determines that the administrative burden incident 
to obtaining the exemption outweighs the corresponding 
benefits accruirig to the Government; and 

(iv) special assessments on land which represent capital im- 
provements. 
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(2) Taxes otherwise allowable under (l) above, but which may be 
illegally or erroneously assessed, are allowable; provided that the contracto:^ 
prior to payment of such taxes: 



(i) promptly requests instructions from the contracting officer 
concerning such taxes; 

(ii) agrees to comply with such instructions; and 

(iii) agrees to take all necessary action directed by the contracting 
officer in cooperation with and for the benefit of the Govern- 
ment, to determine the legality of such assessment or, as the 
case may be, to secure a refund of such taxes and any interest 
or penalties thereon. 

Interest and penalties incurred by a contractor by reason of the nonpayinent 
of any tax at the direction of the contracting officer are allowable. Reasonable 
costs of any proceeding instituted by the contractor at the direction of the con- 
tracting officer to determine the legality of such an assessment or to secure a 
refund of such taxes, interest, or penalties for the benefit of the Government 
are also allowable. 

(3) Any refund of taxes, interest, or penalties, and any payment to the 
contractor of interest thereon, attributable to taxes, interest, or penalties which 
were allowed as contract costs, shall be credited or paid to the Government 
in the manner directed by the Government, 

(bb) Trade, Business, Technical, and Professional Activity Costs . 

(1) Membe r ship s , Costs of membership in trade, business, technical, 
and professional organizations are allowable. 

(2) Subscriptions. Costs of subscriptions to trade, business, profes- 
sional, and technical periodicals are allowable. 

(3) Meetings and Coiiferences > Costs of meals, transportation, 
rental of facilities for meetings, and costs incidental thereto, when the primary 
purpose of the incurrence of such costs is the dissemination of technical in- 
formation or the stimulation of production, are allowable. 

(cc) Training Costs. Costs of preparing and maintaining a program of 

instraction designed to increase the overall effectiveness of employees, in- 
cluding costs of the director of training and staff, training materials, and text 
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books, and tuition and fees when the training is conducted by educational 
institutions, are allowable when limited to on the job training and when 
properly aUocated. Costs of training in educational institutions are unallow- 
able, except to the extent specifically provided in the contract. 

^'^'^^ Transporta tion Costs. Transportation costs include freight ex- 
press, cartage, and postage charges relating either to goods purchased, in 
process, or delivered. When such costs can readily be identified with the 
Items involved, they may be direct costed or added to the cost of such items 
(see (n) above). Where identification with the materials received cannot 
readily be made, inbound transportation costs may be charged to the appro- 
priate indirect cost accounts if the contractor follows a consistent equitable 
procedure in this respect. Outbound freight, if reimbursable under the terms 
of the contract, should be treated as a direct cost. 

(ee) Travel Costs. 

^ • J^K y^'*''^^ include costs of transportation, lodging, subsistence, 

and incidental expenses, incurred by contractor personnel in a travel status 
while on official company business. 

(2) Travel costs incurred in the normal course of overall adminis- 
tration of the business and applicable to the entire business are allowable 
Such costs shall be equitably allocated to all work of the contractor. 

(3) Travel costs directly attributable to contract performance may 
be charged directly to the contract. 

(4) Subsistence and lodging, including tips or similar incidental costs, 
are allowable either on an actual or per diem basis. The basis selected shall 
be consistently followed. 

(5) Entertainment costs are unallowable. 

(6) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the contracting officer. 

(ff) General. 

(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholders' meetings, proxy solicitations, preparation and publication of 
reports to shareholders, preparation and submission of required reports and 
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forms to taxing and other regulatory bodies » and incidental costs of directors 
and committee meetings are allowable. Such costs shall be equitably allocated to 
all work of the contractor. 

(2) Certain costs discussed in ASPR 15-204o3 are allowable if expressly 
provided for in the contract, or, in some cases, if approved in writing by the 
contracting officer. See for example: 

(i) ASPR 15-204.3(e); 

(ii) ASPR 15-204. 3(i); and 

(iii) ASPR 15-204.3(k) . 



15-204.3 Unallowable Costs. 

(a) Bad Debts o Bad debts, including losses (whether actual or estimated) 
arising from uncollectible customers* accounts and other claims, related col- 
lection costs, and related legal costs are unallowable. 

(b) Contingency Reserves. Contingency reserves, created and maintained 
to provide for events the occurrence of which cannot be foretold with certainty 
as to time, intensity, or even with an assurance of their happening, are un- 
allowable. (For self-insurance programs see ASPR 204. 2(j).) 

(c) Entertainment Costs . Costs of amusement, diversion, social activi- 
ties, and incidental costs relating thereto, such as meals, lodging, rentals, 
transportation, and gratuities, are unallowable. 

(d) Excess Facility Costs. Costs of maintaining and housing idle and 
excess facilities, except those reasonably necessary for standby purposes, 
are unallowable. The costs of excess plant capacity reserved for defense 
mobilisation production shall be the subject of a separate contract. 

(e) Fines and Penalties. Costs resulting from violations of, or failure 
of the contractor to comply with, Federal, State, and local laws and regula* 
tions are unallowable except when incurred as a result of compliance with 
specific provisions of the contract, or instructions in writing from the con- 
tracting officer. 

(f) Interest and Other financial Costs, Interest (however represented), 
bond discounts and costs, costs of financing and refinancing operations, legal 
and professional fees paid in connection with the preparation of a prospectus. 
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costs ol preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing authori- 
ties under the conditions set forth in ASPR 15-204. 2(aa) (but see ASPR 15-204.2 
(ff)). 

(g) Losses on Other Contracts . An excess of costs over income under 
any other contract (including the contractor's contributed portion under cost- 
sharing contracts), whether such other contract is of a supply, research and 
development, or other nature, is unallowable as a cost of performance of the 
Government contract. 

(h) Organization Costs , Expenditures in connection with organization 
or reorganization of a business, such as incorporation fees, attorneys fees, 
accountants fees, fees to promoters and organizers, and costs of raising 
capital, are unallowable (see (f) above). 

(i) Precontract Costs. Precontract costs are those which are incurred 
prior to the effective date of the contract and which would have been allowable 
thereunder if incurred after such date. Such costs are unallowable unless 
specifically set forth and identified in the contract. (See ASPR 15-lxx.) 

(j) Profits and Losses on Disposition of Plant, Equipment, or Other 
Capital Assets . Profits or losses of any nature arising from the sale or ex- 
change of plant, equipment, or other capital assets, including sale or exchange 
of either short or long term investments, shall be excluded in computing con- 
tract costs. 

(k) Reconversion Costs . Reconversion costs are those incurred in the 
restoration or rehabilitation of the contractor's facilities to approximately 
the same physical arrangement and condition existing immediately prior to 
commencement of the military contract work and include the cost of removal 
of Government property. Reconversion costs are unallowable except that the 
cost of removing Government property and the restoration or rehabilitation 
costs caused by such removal are allowable if specifically provided for in 
the contract. 

(1) General. 

(1) in addition, certain costs discussed in ASPR 15-204.2 are stated 
to be unallowable. See for example: 

(i) ASPR 15-204. 2(g)(3); 
(ii) ASPR 15-204.2(1)(1), last sentence; 

(iii) ASPR 15-204. 2(s)(3), first sentence; 
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(iv) ASPR 15-204. 2(t), last sentence; 

(v) ASPR 15-204. 2(w); first proviso; 

(vi) ASPR 15-204. 2(aa)(l)(i) through (iv); and 
(vii) ASPR 15-204. 2(ee)(5) 

(2) Certain other costs discussed in ASPR 15-204.2 arie unallowable 
unless expressly provided for in the contract, or, in some cases, if authorized 

or approved by the Government. See for example: . 

(i) ASPR 15-204. 2(c), last sentence; 

(ii) ASPR 15-204. 2(d), last sentence; 

(iii) ASPR 15-204.2(g)(5); 

(iv) ASPR 15-204. 2(j)(3)(iii) and (iv), and (4); 

(v) ASPR 15-204.2(1)(2); 

(vi) ASPR 15-204.2(o), second sentence; 

(vii) ASPR 15-204. 2(p), second sentence; 
(viii) ASPR 15-204. 2(s)(3), last sentence; 

(ix) ASPR 15-204.2(u)(2); 

(x) ASPR 15-204.2(w); 

(xi) ASPR 15-204. 2(aa)(2); 

(xii) ASPR 15-204. 2(cc), last sentence; and 
(xiii) ASPR 15-204,2(ee)(6) 
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MEMORANDUM FOR THE ASPR COMMITTEE 

Subj: ASPR Case 53-44, Revision of Section XV, Contract Cost Principles 

1. In accordance with the request of the ASPR Committee (Mimites of Meeting 
of 28 February 1956, Item 12), the Editing Subcommittee met on March 2, 5, 
and 6, jointly with the Section XV Subcommittee and itself met in a further 
meeting on March 7, 1956. 

2. The joint subcommittees discussed each of the areas referred to in para- 
graph 1 of the Editing Subcommittee report of February 27, 1956, and recom- 
mendations with respect to each area are set forth below under A, B, and C. 
The edited material prepared by the Editing Subcommittee as a result of 
such discussions is contained in the appropriately numbered paragraphs of 
the attached TAB B. The bracketed references are to paragraphs in the 
Section XV Subcommittee draft as submitted for editing. 

A. Material and Supply Costs - ASPR 15-204. 2(n)(6) /T5-204.21f7 
The Problem : 

In regard to tr^insfers between divisions or organizations under 
common control of items not regularly manufactured and sold through 
commercial channels, the Editing Committee recommended that sub- 
paragraph 6 include the following words before the proviso: 

**or the cost to the transferor, or the prices of other 
suppliers for the same or substantially similar items, 
whichever is lowest." 

Joint Recommendation : 

Do not include the words: 

**or the cost to the transferor". 

Include the words: 

"or the prices of other suppliers for the same or 
substantially similar itenis, whichever is loWer," 



B. Research and DevelopmeTit Costs - ASPR 15-204. 2{v)(3) ^15-204. 34(ii)/ 



The Problem: 

The Editing Subcommittee recommended that, in subparagraph 3, 
the term *'product line" be clarified and that consideration be given 
to whether the proposed allocation of the costs of related research to 
**all production work of the contractor'* would create an inequity 
since such costs would be allowable only to the extent the research 
was related to the "contract product or product line." 

Joint Recommendation I: 

Change the term "contract product or product line'* to ''contract 
product line/* This was recognized as a temporary expedient which 
would probably have the effect of limiting the term "product line" 
so that it would not be construed as having the broadest possible applica- 
tion, i.e., all products sold by the contractor. There was general agree- 
ment that such a broad application was not intended and would be un- 
desirable. However, a protracted discussion did not produce any general 
consensus of opinion on what area the term was intended to cover or 
what coverage would be desirable. The problem requires further study. 

Joint Recommendation II : 

The words "if allocated to all production work of the contractor" 
should be deleted to avoid an inequity and the following words should 
be added to the proviso before the period: 

"and the costs are allocated to all production work of the 
contractor on the contract product line,*' 

C. Pension Plans - ASPR 15-204. 2(q)2^SPR 15-204.26/ 



I. The Substantive Issue Problem. 

In regard to the issue relating to reversionary credits arising out 
of future abnormal terminations (discussed in paragraph 3.C.I. of the 
report of February 27, 1956), the Section XV Subcommittee was in 
agreement that its draft as submitted for editing was not intended to 
provide for retrospective accounting in addition to a discount of 
current costs or realistic recognition in the actuarial calculation of 
current costs in order to give effect to the anticipated future credits 
or gains arising out of "abnormal** terminations. Accordingly, it wa 
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decided to treat subparagraphs (3)(iii)(A) and (3)(iii)(B) of proposed 
ASHll 5-204. 2(q) in the disjunctive rather than the conjunction by deleting 
the *'and'* and retaining the '•or" between tjiem. 

It appeared that some of the original concern of the Army and Air 
Force members to the disjunctive treatment was associated with the 
matter of credits or gains arising out of "normal" employee turnover 
which the Section XV Subcommittee had not intended to include under 
the paragraph in question. To clarify this point, a specific reference 
to credits or gains arising out of "normal employee turnover" is 
made in the redraft of subparagraph (3)(iii){A) (appearing as (3)(iv)(A) 
in TAB B. 

To satisfy another concern of the Army and Air Force members of 
the Editing Subcommittee, this provision also provides that, where 
future credits for abnormal terminations are accounted for by a dis- 
count of, or an actuarial recognition in, current costs, the appropriate 
adjustment "shall be reflected in the contract, in an amendment 
thereto, or some other writing binding on the Government and the con- 
tractor." In regard to the words "some other writing binding on the 
Government and the contractor", the Editing Subcommittee does not 
intend that a formal agreement must be entered into or that any action 
by a Contracting Officer is necessarily required. It is merely intended 
to require that the Departmental activity authorized to determine costs 
and incidental credits reach a definitive written understanding with 
the contractor, by exchange of memoranda, correspondence j or other- 
wise, which will not leave the question whether the credits have been 
received by the Government, open to speculation, conjecture, or sur- . 
mise. 

The joint subcommittees agreed in principle (Mr. Cox, one of 
three Air Force representatives, being the sole dissenter) on treating 
this problem in the manner set forth in TAB B as proposed ASPR 
15-204. 2(q)(3)(iv) 'wliich is an edited version subsequently prepared by 
the Editing Subcommittee. 

II. The Problem of GonsisteTicy, with Part 6, Section XV 

Following 5utamisision:qf "^aige r epurt u£ Febrvcarrj 27, 1^5^, the Army 
member of the Editing Subcommittee contacted the Internal Revenue 
Service ^nd learned that the present Part 6, Section XV, as well as 
the draft submitted for editing were open to misinterpretation with 
respect to the matter of approval of pension plans by Internal Revenue 
Service. 
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For the above reason the joint subcommittees requested the technical 
assistance of the Internal Revenue Service. The Chairman of the Editing 
■Subcommittee nnade arrangements to contact W. G. Shreve, Acting Head, 
Pension Trust Section, Internal Revenue Service, and he in turn arranged 
for Mr. J. F. Heathcote, Technical Assistant, to attend the joint meeting 
of March 6, 1956, and advise the subconnmittees in their consideration 
. of the problem. This assistance has been invaluable and is gratefully 
acknowledged; without it, the joint subcommittees would have been 
required to spend a much longer time at this task. 

From information furnished as a result of the above contacts, it 
appears that the problem starts with the inferences that can be drawn 
from the present ASPR 15-601. 2(b) that certain pension plans must be 
submitted for prior approval by the Internal Revenue Service but that 
plans of tax-exempt organizations are not subject to any approval. 
Actually, no pension plans are necessarily required to be approved at 
all althouj[h the plans of tax-exempt organizations as well as those of 
organizations subject to taxation are subject to approval at some time. 
In the case of the latter, the review would most usually come about as 
a result of the employer's deduction for tax purposes of its contributions 
to a pension plan and would occur at the time of auditing income tax 
reiturns within three years after filing. However, this does not always 
occur. In the case of tax-exempt organizations, the chief effect of 
approval or disapproval is on the tax liability of the employee beneficiary; 
this may vary depending on whether the plan is ''qualified'' or not. 
To clarify this question, plans of tax-exempt organizations are often 
submitted for approval in advance. If not so submitted, the matter of 
tax liability does not usually come under scrutiny until the employee 
beneficiary begins receiving benefits. 

Following extens ive discussion, the joint subcommittees agreed in 
principle on a draft dealing with this problem. An edited version of 
this material is set forth in TAB B, as subparagraphs (2) and (3)(i) 
through (iii) of proposed ASPR 1 5-204. 2(q). 

3o Except for the single dissent mentioned above with respect to paragraph 2.C.L, 
the recommendations set forth in the foregoing paragraph have had the concur- 
rence of the Editing Subcommittee and the Section XV Subcommittee. Subsequent 
to action by the joint subcommittees on the problems discussed in paragraphs 
2. A. and 2.B., Mr. Paul Southwell, Air Force procurement member of the 
Section XV Subcommittee, submitted the memorandum attached as TAB A. 
Owing to the limited time for submitting this report, it has not been possible 
to have the members of the joint subcommittees give advance consideration to 
this report or the edited draft of the paragraph covering the .ca o co" of Pension 
Plans (Proposed ASPR 1 5-204. 2(q), TAB B attached). 
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4. The Editing Subcommittee submits herewith an edited draft .1 Part 2, 
Section XV, in accordance with the assignment of the ASPR Committee 
(see Minutes of Meeting of 13 December 1955, Item 4). This draft has 
the concurrence of the Editing Subcommittee with the reservation that it 
is anticipated that several points will require brief discussion when the 
matter is considered by the ASPR Committee. 

5. The Editing Committee invites attention of the ASPR Committee to para- 
graphs 4 iand 5 of its report of February 27, 1956, as matters for its further 
considerationc In connection with the matter of "side" agreements referred 
to in paragraph 4 of said report, members of the Section XV Subcommittee 
have furnished information to the joint Subcommittees to the effect that 

this matter was the subject of a policy determination by the Procurement 
Secretaries in the early part of 1955, 
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5 March 1956 



AFMPP-PR-2 

MEMORANDUM FOR ASPR EDITING AND SECTION XV PART 2 SUBCOMMITTEES 

SUBJECT: Editing Subconmittee*8 Change to Paragraphs 15*204. 21(f) and 
15-204. 34(b) (ii) Section XV Part 2 Cost Principles 

1. The Air Force Procurement member of the Contract Cost Principles 
Subcoranittee having given further consideration to the Editing Subcommit- 
tee's changes to (i) the material and supply paragraph relating to inter- 
divisional transfer of such items and (ii) the paragraph on related 
research, finds he cannot agree to the changes considered by Section XV 
and Editing Subcommittees on 2 March 1956. 

2. Consider first the edited changes to interdi visional transfer 
language, namely, the Insertion of the words "or. the prices of other 
suppliers for the same or substantially similar items, whichever is 
lower." 

Reasons advanced for this addition were somewhat as follows: 

a« "While it may not be likely to ordinarily occur, it is 
conceivable that a company might transfer goods from one division to 
another for use on a government contract at a * price' based on existing 
market conditions which would be below the original cost to the trans- 
feror. Without this language the Government would be obligated to pay 
the transferor's cost, although the company might be willing to make 
the transfer at a price below cost". 

Comment : Such a situation could only occur where such 

materials were in stock. The chances that this 
situation is ever likely to occur so that the contract 
costs would be affected in any material amount is so remote 
as to be beyond such serious consideration as to change the 
paragraph on interdivisional transfers. Companies just don't 
go about carrying large obsolete or non-usable materials in 
stock. 

b. "This language would cover a situation where a contractor elects 
to manufacture in one of his other divisions an item which is not normally 
manufactured by that division, but which is regularly manufactured by another 
'outside' company; and in such situation the change in the paragraph would 
limit the contractor's reimbursement for such item to the lower of his manu- 
facturing cost or the price he would have paid had the item been bought from 
the normal outside manufacturer". 

Comnent : Again, this is a situation that is "conceivable" but 

its actual occurrence is so remote that it need not 
and should not be covered in the language relating to inter- 
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divisional transfers. Such language can only lead to confusion 
among auditors, contracting officers and contractors as to how 
and when it applies. This type of situation can best be handled 
by the contracting officer in his approval authority over sub* 
contracts. 

3. The change to the paragraph covering related research which 
would allocate to the contract the cost of its related research is, 
likewise » not agreed to. 

4. The Contract Cost Principle Subcomnittee, acting on instructions 
from the ASPR Committee, provided in its revision to the cost principles 
that related research related to the contract product line should be 
allocated to all production work of the contractor. This was based on 
the ASPR Committee's decision that a little more liberal treatment should 
be taken on accepting related research cost than the present existing 
ASPR 15-204(s) provides, which is: ''Research and development specifically 
applicable to the supplies or services covered by the contract.*' 

5. The Air Force Procurement member feels that there should be no 
change in the allocation to all production work of related research related 
to the contract product line. 



PAUL M. SOUTHWELL 



OGC/GWM:lwt . _ 

March 9, 1956 

PartZ -- Supply Contracts, a nd S e r v i c e an d R e s e i r c h 

and Development Contracts with Organizations 
Having Commercial Type Accounting Systems 

15-200^ Scope of Part. This Part sets forth principles and standards for the 
determination and allowance of costs in connection with cost-reimbursement 
type contracts and cost-reimbursement type subcontracts thereunder for the 
procurem«it of supplies, services, and research and development work. How- 
^ It ^art does notapply to contracts for services or researchand development 
work with contractors or subcontractors^ichdo not have commercial typeaccount- 
mg systems, or for facilities, construction, or architect-engineer services 
related to construction. 

15-201 Basic Considerations . 

15-201.1 Composition of total Cost. The total cost of a cost-reimbursement 
type contract is (i) the allowable direct costs, plus (ii) the allocable portion 
of aUowable indirect costs, less (iii) any applicable credits. 

15-201.2 Factors Affectinp^ Allowability of Costs . Factors to be considered 
in determining the aUowability of costs include (i) reasonableness, (ii) applica- 
tion of generally accepted accounting principles and practices, (iii) significant 
deviations from the established practices of the contractor which substantially 
increase the contract costs, and (iv) any limitations set forth in this Part 2 
or otherwise included in the contract as to types or amounts of cost items. 

^^-^^h^ Credits. The applicable income, rebates, aUowances. and other 
credits received by or accruing to the contractor which are related to any 
allowed cost shall be credited to- the Government either as a reduction in 
contract cost or by a cash refund, as appropriate. 

15^:201.4 Contractor's Accounting System . The requirements concerning 
record keeping and approval of the contractor's accounting procedures and 
practices are set forOi in the Records clause (ASPR 7-203.7). 

15-202 Direct Costs. 

^^-2-02..1 General. Direct costs are those items of cost which can be 
specifically identified with any objective, service, program, or project of 
the contractor and are chargeable directly thereto. Allowability of direct 
costs shaU be determined pursuant to ASPR 15-201.2. Major items of cost 
such as freight, travel, communications, engineering services, etc., as well 
as the costs of materials and productive labor, should be charged directly to 
(i) a contract, or (ii) other work of the contractor, with which they are readily 
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ideiitifiable. When the contractor is engaged in both defense and non-defense 
production or services, this principle must be applied consistently to both. 
IHaen the accounting xcxpense of direct costing of minor items would exceed 
the resulting benefits, individual items, otherwise allowable as direct costs, 
may be treated as indirect costs, 

15-202.2 Direct Material Costs , Direct material costs include the cost of all 
purchased items and items manufactured independently of a contract, which 
are directly incorporated into or attached to the end product or which are 
directly consumed or expended in the performance of a contract. Direct 
material costs of reasonable overruns, spoilage, and defective work may also 
be included; but, as to defective work, see paragraph (c) of the inspection 
clause in ASPR 7-203o5. 

15-202.3 Direct Labor Costs , Direct labor costs include salaries and wages 
specifically indentifiable with and properly chargeable directly to the perform - 
ance of a contract or other work of the contractor « Average rates may be 
used where the contractor demonstrates that the results are equitable „ Direct 
labor costs may also include other associated costs, such as payroll taxes 
and workmen's compensation insurance, where it is the established practice 
•of the contractor to treat these items as a part of direct labor costs, 

15-202.4 Other Direct Costs, Other items of cost may, in particular cases, 
be charged directly to the contract where the contractor demonstrates that 
they are specifically related to the performance of the contract. When, 
however, items ordinarily chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar items applicable to 
other work of the contractor must be eliminated from indirect costs allocated 
to the Government contract, 

15-203 Indirect Costs, 

15-203.1 General , (a) Indirect costs are those items of cost which cannot be 
specifically identified with any one objective, service, program or project of 
the contractor. Indirect costs are accumulated for accounting purposes by 
logical cost groupings and are charged to all work of the contractor by a 
process of allocation . Each element of indirect cost is subject to the limita- 
tions of this Part as to allowability, 

(b) The method of allocation of indirect costs must be based on the 
particular circumstances involved. The objective should be the selection of 
a method which will distribute the indirect costs in an equitable manner„ The 
method used in connection with Government contracts shall, in order to be 
acceptable, conform with generally accepted accounting practices, be applied 
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consistently, and produce equitable results. Any significant change in the 
nature of the business, the extent of subcontracting, fixed asset improvement 
programs, the volume of sales, the volume of production, manufacturing pro- 
cesses, the contractor's products, or other factors may require reconsidera- 
tion of the method previously used. Individual elements of indirect cost are 
discussed in ASPR 15-203.2 through 15-203.5. 

(c) The base period for allocation of indirect costs shall be representa- 
tive of the period of contract performance and shall be sufficiently long to 
avoid inequities in the allocation of costs, but in no event longer than the con- 
tractor's fiscal year. 

15-203.2 Indirect Manufacturing and Production Costs . Indirect manufacturing 
and production costs consist of items of cost which are attributable to the manu- 
facturing and productive process as a whole and which cannot be specifically 
identified with any one objective, service, program, or project in accordance 
with ASPR 15-202. Allocation of indirect manufacturing and production costs 
on a time basis, such as direct labor man-hours or ma chine -hours, is a 
method which generally produces accuracy and equity. Other acceptable 
methods of allocation, in appropriate circumstances, include direct labor 
dollars (exclusive of overtime premium), units processed, and prime costs 
of units processed. The contractor may departmentalize or establish cost 
centers, in order to allocate the indirect costs equitably. Factors to be con- 
sidered in determining the propriety of departmentalization or establishment 
of cost centers include variety of products, complexity of processes, and rela- 
tive labor and facility requirements for the various products. 

15-203.3 Indirect Engineering Costs . Indirect engineering costs include costs 
of engineering supervision, engineering administration, and engineering supplies, 
and other related costs, which cannot be specifically identified with any one ob- 
jective service, program, or project in accordance with ASPR 15-202. These 
costs arise out of engineering activities such as product design, tool design, 
experimental development, manufacturing and production development, layout 
of production lines, determination of machine methods, and related blueprinting 
and drafting. Indirect engineering costs shall be allocated to the benefited 
contract and other work of the contractor (see ASPR 15-204. 2(v)(4)) on the basis 
of direct engineering man-hours expended, direct engineering labor dollars 
(exclusive of overtime, extra-pay shift, and multi- shift premium), or some 
other equitable basis. 

15-203.4 Selling and Distribution Costs . Selling and distribution costs arise 
through marketing the contractor's products and include sales promotion, 
advertising, and distribution costs, and other related costs. Generally, such 
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costs are not considered to be allowable as a charge to Government cost- 
reimbursement type contracts (but see ASPR 15-204<.2(b)) . However, subject 
to the other provisions of this Part, costs in this category, including super- 
visory and clerical costs, which relate to technical, consulting, and other 
beneficial services, and which are for purposes such as application and 
adaptation of the contractor* s products, rather than pure selling, are allowable 
if a reasonable benefit to Government contracts is demonstrated* $uch costs 
shall be allocated to the contractor's commercial work and its individual 
Government contracts on an equitable basis* Because of the special problems 
that arise in this area, the contractor should identify in its records, by means 
of sub-accounts or otherwise, the items of selling and distribution cost con- 
sidered properly allocable to Government contracts. 

IS-'ZOB.S General and Administrative Costs c General and administrative costs 
consist of items of cost attributable to the overall management, supervision, 
and conduct of the business. Any recognized method of allocating general and 
administrative costs is acceptable if equitable results are thereby obtained. 
Factors to be considered in determining whether the results are equitable 
include: 

(i) the ratio of each of the several cost components to the total cost 
of the contract, exclusive of general and adnninistrative costs, 
compared to the corresponding ratios for the contractor's entire 
business; 

(ii) the ultimate objective of distributing general and administrative 
costs consistently with the general and administrative effort in- 
volved in each element of the contractor's business; 

(iii) any significant variations of inventories between accounting 
periods; 

(iv) variations in the ratio of the contract inventory levels to all 
other inventory levels; and 

(v) other relevant factors including those mentioned in ASPR 
15-203.l(b), 

15-204 Principles and Standards for Selected Items of Cost * 

15-204.1 General , Applications of the ^bove basic cost principles and standards 
to certain selected items of cost are set forth below, and apply whether the 
particular item of cost is treated by the contractor as direct cost or as indirect 



4 



cost. Failure to mention any particular item of cost does not imply that it 
is either allowable or unallowable. With respect to all items, whether or not 
specifically covered, determination of allowability shall be based on the 
principles and standards set forth in this Part and. where appropriate, the 
treatment of similar or related items. 

15-204.2 Costs Allowable in Whole or in Part. 

Advertising Costs. Advertising costs include the costs of advertising 
media and corollary administrative costs. Advertising media include maga- 
zines, newspapers, radio and television programs, direct mail, trade papers, 
outdoor advertising, dealer cards and window displays, conventions, exhibits, 
free goods and samples, and sales literature. Only the following advertising' 
costs are allowable: 

ti) advertising in trade and technical journals, provided such ad- 
vertising does not offer specific products or services for sale 
but is placed in journals which are valuable for the dissemina- 
tion of technical information within the contractor's industry; 
and 

(ii) help wanted advertising, as set forth in (t) below. 

(b) Bidding Costs . Bidding costs are the costs of preparing bids or 
proposals on potential Government and non-Government contracts or pro- 
jects, including the development of engineering and cost data necessary to 
support the contractor's bids or proposals. Bidding costs of the current 
accounting period of both successful and unsuccessful bids and proposals 
normally shall be treated as indirect costs and allocated currently to all 
business of the contractor, in which event no bidding costs of past account- 
ing periods shall be allocable in the current period to the Government con- 
tract; however, the contractor's established practice may be to treat bidding 
costs by some other recognized method. Regardless of the method used, 
the results obtained may be accepted only if found to be reasonable and 
equitable. 

(c) Cafeteria, Dining Room, and Other Food Service Costs and Credits. 
Food services include operating or furnishing facilities for cafeterias, dining 
rooms, canteens, lunch wagons, vending machines, or similar types of serv- 
ices for the contractor's employees at the contractor's facilities. Profits 
(except profits irrevocably set over to an employee welfare organization of 
the contractor in amounts reasonably useful for the benefit of the employees 
at the site or sites of contract performance) accruing to the contractor from 
the operation of these services, whether operated by'the contractor or by a 
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concessionaire, shaU be treated as a credit to costs of aU production within 
the contractor's plant in which the services are furnished. Reasonable losses 
of operation from such services are allowable when it is the policy of the con- 
tractor to operate such services at no loss or profit; provided , however, that 
any gains or losses from these services must be appropriately allocated to 
all activities benefited, including Government contracts, men it is the policy 
of the contractor to furnish such services at a loss, losses on such operation 
shall not be allowed as a cost unless specifically provided for in the contract. . 

Civil Defe nse Costs. Civil defense costs are those incurred in the 
planning for, and the protection of life and property against, the possible effects 
of enemy attack. These costs are generaUy incurred pursuant to plans developed 
by State and local civil defense authorities. Reasonable costs of civil defense 
measures, inchiding costs in excess of normal plant protection costs, first- 
aid training and supplies, fire fighting training and equipment, posting of addi- 
tional exit notices and directions, and other approved civil defense measures^ 
undertaken on the contractor's premises pursuant to suggestions or require- 
ments of civil defense authorities are allowable when allocated to all work of 
the contractor. Costs of capital assets acquired for civil defense purposes 
shall be depreciated over a reasonable number of years in conformity with 
generally accepted accounting principles. Except as specificaUy provided for 
in the contract, contributions to local civil defense funds or projects not on 
the contractor's premises are unallowable. 

(e) Compensation for Personal Services. (Reserved) 

Contributions and Donations. Reasonable contributions and dona- 
tions to established nonprofit charitable, scientific, and educational organiza- 
tions are allowable if they are deductible for Federal income tax purposes; 
provided that such deductibility does not in itself justify allowance as a con- 
tract cost. The reasonableness of the amount of particular contributions and 
donations, and the aggregate thereof for each fiscal period, must be judged 
ordinarily in light of the pattern of past contributions, particularly those made 
prior to the placing of Government contracts. Allowable contributions and 
donations shall be allocated to all work of the contractor. 

(g) Depreciation . 

(1) Depreciation is a charge to current operations which distributes 
the cost of a tangible capital asset, less estimated residual value, over the 
estimated useful life of the asset iii a systenaatic and logical manner. It does 
not involve a process of valuation. Useful life has reference to the prospective 
period of economic usefulness in the particular contractor's operations as 
distinguished from physical life. 
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(2) Depreciation on a contractor's plant, equipment, and other 
capi^l facilities is an allowable element of contract cost; provided that the 
amount thereof is based upon original acquisition, cost. Depreciation shall 
be accounted for by consistent application to the assets concerned of any 
generally accepteti -accounting principles, including those recognized by 
Section 167 of the Internal Revenue Code of 1954, and should usually be allocated 
to the contract and other work as an indirect cost. The amount of deprecia- 
tion aUowed in any accounting period may, consistent witii the basic objec- 
tives set forth in (1) above, vary with volume of production or use of multi- 
shift operations. 

(3) Depreciation on idle or excess facilities shall not be allowed 
except on such facilities as are reasonably necessary for standby purposes. 

(4) Where the contractor has applied for, received, and accepted 

a determination of "true depreciation" from an Emergency Facilities Board 
covering an emergency facility acquired under a certificate of necessity, 
the amount so determined for "true depreciation" over the emergency 
period (5 years) shall be recognized in lieu of normal depreciation. The 
contractor may elect to use normal depreciation rather than "true deprecia- 
tion" as determined by the Emergency Facilities Board; however, the method 
chosen after such determination of "true depreciation" must be followed con- 
sistently throughout tiie life of the emergency facility. The undepreciated 
cost of the emergency facility remaining after the expiration of the emergency 
period shall be depreciated over its remaining useful life and shall be the only 
amount recognized as allowable cost (but see paragraph 15-204. 3(d). The 
remaining undepreciated cost shall not include any amount of unrecovered 
"true depreciation" (or normal depreciation if the contractor has elected 
not to use "true depreciation") allowable during the emergency period. 

(5) Unless otherwise provided for in the contract, no use charge shall 
be allowed for assets still in use which, in accordance with the contractor's 
consistent accounting practice, have or should have been fully depreciated 
on the contractor's books. 

(h) Employee Morale, Health, and Welfare Costs and Credits. Reason- 
able costs of healtii and welfare activities, such as house publications, health 
or first-aid clinics, and,^atiployee counselling services, incurred, in accordance 
with the contractor's established practice or custom in the industry or area, 
for the improvement of working conditions, employer-employee relations, 
employee morale, and employee performance, are allowable. Such costs shall 
be equitably allocated to all work of the contractor. Income generated from 
any of ttiese activities shall be credited to the costs thereof unless such in- 
come has been irrevocably set over to employee welfare organizations. 
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(i) Fringe Benefits . Fringe benefits are allowances and services pro- 
vided by the contractor to its employees as coTnpensation in addition to regu- 
lar wages and salaries. Costs of fringe benefits^ such as pay for vacations^ 
holidays 9 sick leave > military leave » and employee insurance » are a^Uowable 
to the extent required by law, employer-employee agreement, or an esiablished 
policy of the contractor which constitutes, in effect, an implied agreement on 
the contractor's part (but see (e) above, and (j)(3)(v), (q) and (y) below.) 

(j) Insurance and Indenrmification . 

(1) Insurance and indemnification include (i) those types of insurance 
which the contractor is required to carry under the terms of the contract, or 
by specific instruction of the contracting officer or his authorized representa- 
tive (see AS PR 10-501 for kinds of insurance ordinarily required), (ii) any 
other insurance for which the contractor seeks reimbursement under the 
contract, and (iii) liabilities to third persons not compensated by insurance 

or otherwise. 

(2) Costs of insurance required or approved, and maintained pursu- 
ant to the clause in ASPR 7-203.22 are allowable. 

(3) Costs of other insurance, not required to be submitted for ap- 
proval but maintained by the contractor in connection with the performance of 
the contract, are allowable subject to the following limitations: 

(i) types and extent of coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circumstances; 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profit, interest. Federal in- 
come taxes, and any other items of cost unallowable under 
this Part; 

(iii) costs of insurance or any reserve covering the risk of loss 
of or damage to Government-owned property are unallowable 
except to the extent that the Government shall have approved 
or required such insurance or reserve; 

(iv) costs of a reserve for a self-insurance program are un- 
allowable unless the program has been approved by the mili- 
tary department concerned; and 
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(v) costs of insurance on the lives of officers, partners, or 
proprietors, are unallowable except where such insurance 
is part of an employee plan which is not unduly restricted. 



(4) The Government is only obligated to indemnify the contractor 
to the extent expressly provided in the contract (for example, see ASPR 
7-203. 22), Therefore, except as otherwise expressly provided in the contract, 
actual losses not reimbursed by insurance (through an approved self-insurance 
program or otherwise) are unallowable. 

(k) Labor Relations Costs. Costs incurred in maintaining satisfactory 
relations between the contractor and his employees, including costs of shop 
stewards, labor management committees, employee publications, and other 
related activities are allowable. 

(1) Maintenance and Repair Costs , 

(1) Costs, necessary for the upkeep of property (including Governn^snt 
property unless otherwise provided for), which neither add to the pernnanent 
value of the property nor appreciably prolong its intended life, but keep it in an 
efficient operating condition, are allowable. Expenditures for plant and equip- 
ment which, according to generally accepted accounting principles, should be 
capitalized and subjected to depreciation are allowable only on a depreciation 
basis. Costs of maintenance and repair of excess facilities and of idle facili- 
ties (other than reasonable standby facilities) are unallowable. 

(2) Costs of maintenance and repair which are delayed from a period 
prior to the contract, for some reason such as abnornnal operating conditions 
or lack of funds, and are performed during the contract period are unallowable 
unless specifically provided for in the contract. Likewise, the estimated cost 
of maintenance and repair normally required but not accomplished during the 
period of the contract shall not be allowed as a cost unless specifically pro- 
vided for in the contract. 

(m) Manufacturing and Production Engineering Costs. Costs of manu- 
facturing and production engineering, including engineering activities in con- 
nection with: 

(i) current manufacturing processes such as motion and time 
study, methods analysis, job analysis, and tool design and 
improvement; and 

(ii) current production problems, such as materials analysis 

for production suitability and component design for purposes 
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of simplifying production; 

are allowable. 

(n) Material and Supply Costs. 

(1) The net costs of such items-as raw material, parts, sub-assemblies 
components, and manufacturing supplies, whether purchased or manufactured 
by the contractor, and such collateral items as inbound transportation and in- 
transit insurance, are allowable, subject, however, to (2) through (6) below. 

In computing costs of material, consideration will be given to reasonable over- 
runs, spoilage, or defective work (as to defective work, see paragraph (c) of 
the inspection clause in ASPR 7-203 c 5). 

(2) Costs of material and supplies shall be suitably adjusted for ap- 
plicable portions of income and other credits, including available trade dis- 
counts, refunds, rebates, allowances, and cash discounts, and credits for scrap 
Hird salvage -la-nd ixiatterial ioml supplies returned to vendors, .^cii income and 
other credits shall either be credited directly to cost of the Tnaterial or sup- 
plies involved or be allocated (as credits) to indirect costs. However, where 
the contractor can demonstrate that iailure to take cash discounts was due 

to circumstances beyond its control, such lost discounts need not be so credited. 

(3) When material is purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof 
shall be charged to that contract. 

(4) If material is issued from stock, any generally recognized 
method of pricing such material is acceptable if that method is consistently 
applied and the results obtained are equitable. 

(5) Reasonable charges or credits arising from a difference between 
periodic physical inventory quantities and related material control records 
shall be included in arriving at the cost of material if such charges or credits 
(i) do not include •*write-downs'* or ''write-ups" of value, and (ii) relate to 
the period of performance of the contract. 

(6) Costs of material, services, or supplies, sold or transferred 
between plants, divisions, or organizations, under common control, shall 
be allowable only to the extent of the cost to the transferor, or the prices 
of other suppliers for the same or substantially similar items, whichever 
is lower; provided that, in the case of any item regularly manufactured and 
sold by any such transferor through commercial channels, a departure from 
this cost basis is permissible if the charge to the contract does not exceed 
either (i) the transferor's sales price to its most favored customer for the 



10 



same item in like quantity, or (ii) the prices of other suppliers for the same 
or substantially similar items. 

(o) Overtime, Extra-Pay Shift, and Multi-Shift Premiums . The premium 
portion of overtime, extra -pay shift, and multi- shift payments to direct labor 
employees may be classified as either direct or indirect labor costs, but the 
amount of such premiums shall be separately identified. Costs of such pre- 
miums on direct labor are allowable only to the extent expressly provided 
for in the contract or otherwise authorized by the Government (see ASPR 
12-102 for further information concerning the policy regarding such authori- 
zation). When direct labor cost is the base for distribution of overhead, the 
premium portion of overtime payments shall not be included in that base. 
The premium portion of overtime, extra-pay shift, and multi-shift payments 
to indirect labor employees is allowable without prior approval, if reason- 
able, and if allocated on a pro rata basis to connmercial as well as Govern- 
ment work, vVhen such premium costs are charged as indirect costs, the 
amount allocated to Government contracts shall be equitable in relation to 
(i) the amount of such premium costs allocated to non-Government work 
being concurrently performed in the contractor's plant and (ii) the factors 
which necessitate the incurrence of the costs. 

(p) Patent Costs . Costs of preparing disclosures, reports, and other 
documents required by the contract and of searching the art to the extent 
necessary to make such invention disclosures, are allowable. Upon the 
written authorization of the contracting officer, costs of preparing docu- 
ments, and any other patent costs in connection with the filing of a patent 
application by the Government, are allowable. Costs of research and 
development work are treated in (v) below. (See also (w) below.) 

(q) Pension Plans i 

(1) A pension plan is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of 
definitely determinable benefits to its employees over a period of years, 
usually for life, after retirement. Such a plan may include disability, 
withdrawal, insurance, or survivorship benefits incidental and directly 
related to the pension benefits. Such benefits, generally, are measured 
by, and based on, such factors as years of service and compensation 
received by the employees. The determination of the amount of pension 
benefits and the contributions to provide such benefits are not dependent 
upon profits. Benefits are not definitely determinable if funds arising 
from forfeitures on termination of services or other reason may be used to 
provide increased benefits for the remaining participants instead of being 
used to reduce the amount of contributions by the employer. A plan 
designed to provide benefits for employees or their beneficiaries to be 
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paid upon retirement or over a period of years after retirement shall be con- 
sidered a pension plan if, under the plan, either the benefits payable to the 
employee or the required contributions by the contractor can be determined 
actuarially. (Retirement plans which are based on profit-sharing shall not 
be considered to be pension plans within this paragraph (q).) ^ 

(2) Consideration, and approval or disapproval, of all pension plans 
and the method of determination of the costs thereof shall be the responsi- 
bility of the Department to which audit cognizance is assigned and subsequent 
action taken by that Department will, generally, be accepted by the other De- 
partments o Such plans must meet the qualification requirements prescribed 
by Section 401 of the Internal Revenue Code of 1964 (P«Lo 591, 83rd Cong., 

2d Sess., 68A Stat. 134)^ Prior to approval of such plans by the cognizant 
Department, approval by Internal Revenue Service shall be obtained in the 
case of: 

(i) contractors who are subject to Federal income tax; and 

(ii) nonprofit or tax-exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not neces- 
sarily assure the allowance of the costs of such a plan by the Department 
concerned. In the case of all other plans, compliance with the qualification 
requirements of Section 401 of the Internal Revenue Code of 1954 shall be 
determined by the cognizant Department using, insofar as applicable, the 
regulations, criteria, and standards of the Internal Revenue Service, 

(3) To the extent pension plans are approved by the cognizant 
Military Department, costs thereof are allowable subject to the following 
conditions: 

(i) such costs shall meet the requirements of ASPR 15-201.2; 

(ii) such costs, including excess contributions (see Section 
404(a)(1)(D) of the Internal Revenue Code of 1954), are 
allowable only to the extent — 

(A) such costs are claimed and deductible for Federal 
income tax purposes in the current taxable period; or 

(B) in the case of nonprofit or tax-exempt organizations, 
such costs could have been claimed and deducted 

for Federal income tax purposes in the current taxable 
period if such organizations were subject to the payment 
of income tax; 
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(iii) in cases where the Internal Revenue Service withdraws 
approval of a plan, an appropriate adjustment of contract 
costs shall be made for contributions which previously 
have been allocated to and allowed as contract costs and 
which are — 

(A) disallowed for tax purposes; or 

(B) in the case of nonprofit or tax exempt organizations, 
could have been disallowed for tax purposes if such 
organizations were subject to the payment of income 
tax; and 

(iv) in determining the net pension plan costs allocable to mili-^ 
tary contracts, and in addition to making appropriate ad- 
justments for credits or gains arising out of normal employee 
turnover, consideration shall be given, in accordance with 

(a) or (B) below, to possible future abnormal termination 
credits or gains which may arise with respect to individuals 
for whom pension plan costs have been or are being in- 
curred by the contractor but whose employment will termi- 
nate before they acquire a vested right to the benefits under 
such plans — 

(A) when such abnormal termination credits or gains are 
foreseeable and can be currently evaluated with reason- 
able accuracy^ an equitable adjustment of current costs 
to give effect to such anticipated future credits or gains 
shall be made, either by reducing the current costs 
otherwise allocable, or by obtaining realistic recogni- 
tion in the actuary's calculation of current costs, so 
that the current costs do, in fact, reflect the reduction 
for the abnormal ternriination credits or gains which are 
anticipated; and such adjustment shall be reflected in 
the contract, in an amendment thereto, or some other 
writing binding on the Government and the contractor; 
or 

(B) when such abnormal termination credits or gains, 
whether or not foreseeable, cannot be currently evalu- 
ated with reasonable accuracy, or have not been the 
subject of adjustment under (A) above, pension plan 
costs incurred under the contract shall be subject to 
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retrospective accounting and any necessary adjustment 
for such subsequent termination credits unless the 
Government and the contractor agree upon a method 
of determining such adjustment, or agree upon an equitable 
adjustment; any such agreement shall be reflected in the 
contract, in an amendment thereto, or in a separate agree- 
ment binding on the Government and the contractor, 

(4) The allowability of costs of lump sum purchases of annuities 
or of lump sum cash payments or periodic cash payments made to provide 
pension benefits for retiring or retired employees other than such costs in- 
curred under approved pension plans shall be subject to consideration on an 
individual case basis. 



Plant Pro tection Costs. Costs of wages, uniforms, and equipment 
of personnel engaged in plant protection; supplies; depreciation on plant pro- 
tection capital assets; and necessary expenses to comply with military security 
requirements are allowable. 



(s) 



Other. 



Professional Service Costs ^ Legal, Accounting. Engineering, and 



(1) Costs of professional services rendered by the members of a 
particular profession s«par«tely engaged by the contractor are allowable, 
subject to <2) and <3) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery of the costs from the Govern- 
ment (but see ASPR l5-204,3(f)) . 

(2) Factors to be considered in determining the allowability of costs 
in a particular case include: 

(i) the past pattern of such costs, particularly in the years prior 
to the award of Government contracts; 
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(ii) the impact of Government contracts on the contractor's 
business; 

(iii) the nature ^nd scope of managerial services expected of the 
contractor's own organization; and 

(iv) whether the proportion of Government work to the contractor's 
total business is such as to influence the contractor in favor 

of incurring the cost, particularly where the. services rendered 
are not of a continuing nature and have little relationship to 
work under Government contracts. 

Retainer fees to be allowable must be reasonably supported by evidence of 
services rendered. 

(3) Costs of legal, accounting, and consulting services, and related 
costs, incurred in connection with organization and reorganization, defense 
of anti-trust suits, and the prosecution of claims against the Government, 
are unallowable. Costs of legal, accounting, and consulting services, and re- 
lated costs, incurred in connection with patent infringement litigation, are un- 
allowable unless otherwise provided for in the contract, 

(t) Recruiting Costs . Costs of help wanted' • advertising, operating 
costs of an employment office necessary to secure and maintain ^n adequate 
labor force, costs of operating an aptitutfe and educational testing program, 
travel costs of employees while engaged in recruiting personnel, and travel 
costs of applicants for interviews for prospective employment are allowable. 
Whe re the contractor uses private employmjent agencies^ costs not in excess 
of standard commercial rates for such services are also allowable. Costs of 
special benefits or emoluments offered to prospective employees beyond the 
standard practices in the industry are unallowable. 

(u) Rental Costs (Including Sale and Leaseback of Facilities) . 

(1) Rental costs of land, buildings, and equipment and other personal 
property are allowable if the rates are reasonable in light of the type, condi- 
tion, and value of the facilities leased, options available, and other provisions 
of the rental agreement. 

(2) Unless otherwise specifically provided in the contract, rental 
costs specified in sale and leaseback agreements, incurred by contractors 
through selling plant facilities to investment organizations, such as in- 
surance companies, or to private investors, and concurrently leasing back 
the same facilities, are allowable only to the extent that such rentals do not 
exceednormal costs, suchas depreciation, taxes, insuraiice, and maintenance, borne 
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by the lessor, which would have been incurred had the contractor retained 
legal title to the facilities. 

(v) Research and Development Costs. 

(1) Research and development costs (sometimes referred to as general 

engineering costs) are divided into two major categories, for the purpose of 

contract costing: (i) general research, also referred to as basic research, 

fundaLmental research; pure research, and blue-sky research; and (ii) related 

research or development, also'referred to as applied research, product research 
and product line research. * 

(2) General research is that type of research which is directed toward 
increase of knowledge in science. In such research, the primary aim of the 
investigator is a fuller knowledge or understanding of the subject under study, 
rather than a practical application thereof. Costs of independent general re- 
search (that which is not sponsored by a contract, grant, or other arrangement) 
are allowable to the extent specifically provided in the contract. Genera lly, 

the contractor shall be required to disclose to the Government the purposes 
and results of such independent general research. In specifically providing 
for such costs, factors to be considered include: 

(i) scope, nature, and quality of the contractor's independent 
general research program; 

(ii) capability of the contractor in the particular research field; 

(iii) benefits which may accrue to the Government; 

(iv) comparison of size and cost of contractor's previous years' 
independent research programs; and 

(v) proportion of Government business to contractor's total 
business. 

(3) Related research is that type of research which is directed toward 
practical application of science. Development is the systematic use of 
scientific knowledge directed toward the production of useful materials, devices, 
methods, or processes, exclusive of design, manufacturing, and production 
engineering (see ASPR 15-204. 2(m)) . Costs of a contractor's independent re- 
lated research and development (that which is not sponsored by a contract, 
grant, or other arrangement) are allowable under any cost-reimbursement type 
production contract; provided the research is related to the contract product 
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line and the costsTi-are fii^^^^^^ work of the contractor on the 

contract product line. Such research costs are unallowable under cost-reim- 
bursement type research and development contractSc 

(4) Independent research and development projects shall absorb their 
appropriate share of the indirect costs of the department where the research 
work is performed. 

(5) Research and development costs (including amounts capitalized), 
regardless of their nature, which were incurred in accounting periods prior 
to the award of a particular contract, shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR 15-204,3(i)) . 

(w) Royalties and Other Costs for Use of Patents . Royalties on a patent 
or invention^ or amortization of the cost of acquiring a patent or invention or 
rights thereto, necessary for the proper performance of the contract and 
applicable to contract products or processes, are allowable to the extent 
expressly set forth in the contract or otherwise authorized by the contracting 
officer; provided that where the Government has a license or the right to free 
use of the patent or invention such costs are unallowablej and provided further 
that where the patent has been adjudicated to be invalid such costs are un- 
allowable unless expressly set forth in the contract. 

(x) Service and Installation Cost s. Costs of servicing the product in- 
stallation, and training Government personnel in the use, maintenance, and 
operation of the product are allowable. 

(y) Severance Pay . 

(1) Severance pay, also commonly referred to as dismissal wages, 
is a payment in addition to regular salaries and wages, by contractors to 
workers whose employment is being terminated- Costs of severance pay 
are allowable only to the extent that, in each case, it is required by (i) law, 
(ii) employer-employee agreement, (iii) established policy that constitutes, 

in effect, an implied agreement on the contractor's part, or (iv) circumstances 
of the particular employment. 

(2) For contract costing purposes, severance pay is divided into two 
categories as follows: 

(i) Costs of normal turnover severance payments shall be 
allocated to all classes of work being performed in the 
contractor's plant at the time of payment; however, where 
the contractor provides for. accrual of pay for normal 
severances such method will be acceptable if the amount 
of the accrual is reasonable in light of payments actually 
made for normal severances over a representative past 
period; and 



(ii) costs of abnormal or mass severance pay actually made upon 
cessation of work when there is no reasonable prospect of 
continuing employment on other work of the contractor shall 
be assigned to the entire period of employment with the con- 
tractor and equitably allocated to all business of the con- 
tractor performed durihg that period, A reservation in the 
final release of claims (see ASPR 7-203.4) may be made in 
case of completed cost-reimbursement type contracts when 
it is reasonable to assume that severance pay allocable to 
the contract will be made in the future. 

(21) Special Tooling Costs . The term special tooling means property 
of such specialized nature that its use, without substantial modification or 
alteration, is limited to the production of the particular supplies or the per- 
formance of the particular services for' which acquired or furnished. It 
includes, but is riot limited to, j igs, dies, fixtures, molds, patterns, special 
taps, special gaiigies, arid special test equipment. Costs of special tooling, ac- 
quired for the performance of Government contracts, are allowable and shall be 
charged directly to such contracts. 

(aa) Taxes. 

(1) Taxes are charges levied by Federal, State, or local governments. 
They do riot include fines and penalties except as otherwise provided herein, 
in general^ taxes (including State and local income taxes) which the contractor 
is required to pay and which are paid or accrued in accordance with generally 
Accepted accounting pr inciples are allowable, except for: 

(i) Federal incorae and excess profits taxes; 

(ii) taxes in connection with financing, refinancing or refunding 
operations (see ASPR 15-204.3(1)); 

(iii) taxes from which exemptions are available to the contractor 
directly or available to the contractor based on an exemp- 
tion afforded the Government except when the contracting 
officer determines that the administrative burden incident 
to obtaining the exemption outweighs the corresponding 
benefits accruirig to the Government; and 

(iv) special assessments on land which represent capital im- 
provements. 
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(2) Taxes otherwise allowable under (l) above, but which may be 
illegally or erroneously assessed, are allowable; provided that the contracto:^ 
prior to payment of such taxes: 



(i) promptly requests instructions from the contracting officer 
concerning such taxes; 

(ii) agrees to comply with such instructions; and 

(iii) agrees to take all necessary action directed by the contracting 
officer in cooperation with and for the benefit of the Govern- 
ment, to determine the legality of such assessment or, as the 
case may be, to secure a refund of such taxes and any interest 
or penalties thereon. 

Interest and penalties incurred by a contractor by reason of the nonpayinent 
of any tax at the direction of the contracting officer are allowable. Reasonable 
costs of any proceeding instituted by the contractor at the direction of the con- 
tracting officer to determine the legality of such an assessment or to secure a 
refund of such taxes, interest, or penalties for the benefit of the Government 
are also allowable. 

(3) Any refund of taxes, interest, or penalties, and any payment to the 
contractor of interest thereon, attributable to taxes, interest, or penalties which 
were allowed as contract costs, shall be credited or paid to the Government 
in the manner directed by the Government, 

(bb) Trade, Business, Technical, and Professional Activity Costs . 

(1) Membe r ship s , Costs of membership in trade, business, technical, 
and professional organizations are allowable. 

(2) Subscriptions. Costs of subscriptions to trade, business, profes- 
sional, and technical periodicals are allowable. 

(3) Meetings and Coiiferences > Costs of meals, transportation, 
rental of facilities for meetings, and costs incidental thereto, when the primary 
purpose of the incurrence of such costs is the dissemination of technical in- 
formation or the stimulation of production, are allowable. 

(cc) Training Costs. Costs of preparing and maintaining a program of 

instraction designed to increase the overall effectiveness of employees, in- 
cluding costs of the director of training and staff, training materials, and text 
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books, and tuition and fees when the training is conducted by educational 
institutions, are allowable when limited to on the job training and when 
properly aUocated. Costs of training in educational institutions are unallow- 
able, except to the extent specifically provided in the contract. 

^'^'^^ Transporta tion Costs. Transportation costs include freight ex- 
press, cartage, and postage charges relating either to goods purchased, in 
process, or delivered. When such costs can readily be identified with the 
Items involved, they may be direct costed or added to the cost of such items 
(see (n) above). Where identification with the materials received cannot 
readily be made, inbound transportation costs may be charged to the appro- 
priate indirect cost accounts if the contractor follows a consistent equitable 
procedure in this respect. Outbound freight, if reimbursable under the terms 
of the contract, should be treated as a direct cost. 

(ee) Travel Costs. 

^ • J^K y^'*''^^ include costs of transportation, lodging, subsistence, 

and incidental expenses, incurred by contractor personnel in a travel status 
while on official company business. 

(2) Travel costs incurred in the normal course of overall adminis- 
tration of the business and applicable to the entire business are allowable 
Such costs shall be equitably allocated to all work of the contractor. 

(3) Travel costs directly attributable to contract performance may 
be charged directly to the contract. 

(4) Subsistence and lodging, including tips or similar incidental costs, 
are allowable either on an actual or per diem basis. The basis selected shall 
be consistently followed. 

(5) Entertainment costs are unallowable. 

(6) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the contracting officer. 

(ff) General. 

(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholders' meetings, proxy solicitations, preparation and publication of 
reports to shareholders, preparation and submission of required reports and 
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forms to taxing and other regulatory bodies » and incidental costs of directors 
and committee meetings are allowable. Such costs shall be equitably allocated to 
all work of the contractor. 

(2) Certain costs discussed in ASPR 15-204o3 are allowable if expressly 
provided for in the contract, or, in some cases, if approved in writing by the 
contracting officer. See for example: 

(i) ASPR 15-204.3(e); 

(ii) ASPR 15-204. 3(i); and 

(iii) ASPR 15-204.3(k) . 



15-204.3 Unallowable Costs. 

(a) Bad Debts o Bad debts, including losses (whether actual or estimated) 
arising from uncollectible customers* accounts and other claims, related col- 
lection costs, and related legal costs are unallowable. 

(b) Contingency Reserves. Contingency reserves, created and maintained 
to provide for events the occurrence of which cannot be foretold with certainty 
as to time, intensity, or even with an assurance of their happening, are un- 
allowable. (For self-insurance programs see ASPR 204. 2(j).) 

(c) Entertainment Costs . Costs of amusement, diversion, social activi- 
ties, and incidental costs relating thereto, such as meals, lodging, rentals, 
transportation, and gratuities, are unallowable. 

(d) Excess Facility Costs. Costs of maintaining and housing idle and 
excess facilities, except those reasonably necessary for standby purposes, 
are unallowable. The costs of excess plant capacity reserved for defense 
mobilisation production shall be the subject of a separate contract. 

(e) Fines and Penalties. Costs resulting from violations of, or failure 
of the contractor to comply with, Federal, State, and local laws and regula* 
tions are unallowable except when incurred as a result of compliance with 
specific provisions of the contract, or instructions in writing from the con- 
tracting officer. 

(f) Interest and Other financial Costs, Interest (however represented), 
bond discounts and costs, costs of financing and refinancing operations, legal 
and professional fees paid in connection with the preparation of a prospectus. 
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costs ol preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing authori- 
ties under the conditions set forth in ASPR 15-204. 2(aa) (but see ASPR 15-204.2 
(ff)). 

(g) Losses on Other Contracts . An excess of costs over income under 
any other contract (including the contractor's contributed portion under cost- 
sharing contracts), whether such other contract is of a supply, research and 
development, or other nature, is unallowable as a cost of performance of the 
Government contract. 

(h) Organization Costs , Expenditures in connection with organization 
or reorganization of a business, such as incorporation fees, attorneys fees, 
accountants fees, fees to promoters and organizers, and costs of raising 
capital, are unallowable (see (f) above). 

(i) Precontract Costs. Precontract costs are those which are incurred 
prior to the effective date of the contract and which would have been allowable 
thereunder if incurred after such date. Such costs are unallowable unless 
specifically set forth and identified in the contract. (See ASPR 15-lxx.) 

(j) Profits and Losses on Disposition of Plant, Equipment, or Other 
Capital Assets . Profits or losses of any nature arising from the sale or ex- 
change of plant, equipment, or other capital assets, including sale or exchange 
of either short or long term investments, shall be excluded in computing con- 
tract costs. 

(k) Reconversion Costs . Reconversion costs are those incurred in the 
restoration or rehabilitation of the contractor's facilities to approximately 
the same physical arrangement and condition existing immediately prior to 
commencement of the military contract work and include the cost of removal 
of Government property. Reconversion costs are unallowable except that the 
cost of removing Government property and the restoration or rehabilitation 
costs caused by such removal are allowable if specifically provided for in 
the contract. 

(1) General. 

(1) in addition, certain costs discussed in ASPR 15-204.2 are stated 
to be unallowable. See for example: 

(i) ASPR 15-204. 2(g)(3); 
(ii) ASPR 15-204.2(1)(1), last sentence; 

(iii) ASPR 15-204. 2(s)(3), first sentence; 
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(iv) ASPR 15-204. 2(t), last sentence; 

(v) ASPR 15-204. 2(w); first proviso; 

(vi) ASPR 15-204. 2(aa)(l)(i) through (iv); and 
(vii) ASPR 15-204. 2(ee)(5) 

(2) Certain other costs discussed in ASPR 15-204.2 arie unallowable 
unless expressly provided for in the contract, or, in some cases, if authorized 

or approved by the Government. See for example: . 

(i) ASPR 15-204. 2(c), last sentence; 

(ii) ASPR 15-204. 2(d), last sentence; 

(iii) ASPR 15-204.2(g)(5); 

(iv) ASPR 15-204. 2(j)(3)(iii) and (iv), and (4); 

(v) ASPR 15-204.2(1)(2); 

(vi) ASPR 15-204.2(o), second sentence; 

(vii) ASPR 15-204. 2(p), second sentence; 
(viii) ASPR 15-204. 2(s)(3), last sentence; 

(ix) ASPR 15-204.2(u)(2); 

(x) ASPR 15-204.2(w); 

(xi) ASPR 15-204. 2(aa)(2); 

(xii) ASPR 15-204. 2(cc), last sentence; and 
(xiii) ASPR 15-204,2(ee)(6) 
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!S^^S^*IJ'l*f •^^•P* f l5-6ca.2(f) be letaiaed 
therein with the ainlaaa possible ohaages in langoago. 

fl!f5^^** *^ l«i«tt«ge Ottotod la paragn^ph 2 aboro, the 
STd>joot of Ccapsnsatioa ai^ iaelade addUiSnia pail^^phs. 

sad Qeneral fiesoareh be as feUonsi ••w»*m»iw, 
a* "CvntrlbatioBs and '''witlwe are waUoMable", 

^* !S!*f^^ • 

•fly to the tKtont espresslj provided for in the ooatxaet," 



OR?I OF THE ASSI3TMT SECi^ARY OF : JiNSE 
VJasliington 25, Do C. 

July 30, 1956 

KEM0RiU>IDUi4 FOh THE. ASPR COMiVIITTEE 

SUBJECT; Case 53-Uii, Revision of Part 2, Section XV, Ccntract Cost Principles 

In accordance, with Item 7 of the ASPR Committee liinutes of 7/3/56, yoiir 
Si^bcommittee considered the report of the Tax Subcommittee, dated 2.1 June 
1956, as -t/jell a? the three specific questions of the ASPR Committee set forth 
in the Minutes referred to above. With respect to the Tax Subcommittee 
report, the following canments are provided: 

1. The ASPR Committee rejected the suggestion that the clause include 
a reference to taxos of "foreign" governments in subparagrapli 0-) o£ the 
clause* 

2c The suggested change in subparagraph (2) of the clause is rejectedo . 
lour Subcommittee believes that this subparagraph an originally written ade- 
quately covers the problem* With respect to allowance of "interest and 
penalties incurred •••cin the absence of instructions from the Contracting 
Officer, if incurred without the fault or negligence of the contractor", a 
government administrative burden is added to determine fault or negligence 
on the part of the contractor in each case and the situation can be avoided 
by the contractor paying the tax under protest* 

3* The suggested addition of a sentence to subparagraph (3) is con- 
curred in. As to the tliree questions raised by the ASPR Committee, the 
following answers are set forth: 

A* Under subparagraph (1) of the clause will Defense reimburse a 
contractor for taxes "accrued"? 

Answer : Yes, prov5.ded accrual is adjusted to actual taxes paid© 
However, to cD.arify the point beyond question, your Subcommittee proposes that 
in subparagraph (1) of the clause the phrase "in accordance with generally 
accepted accounting principles" be deleted since it is merely repetitive 
of an over-all requirement set forth in paragraph 15-201.2 and that the 
following clarification be substituted "and adjusted to amounts actually paid"* 

B« Is the statement contained in subparagraph (a)(ii) sound? 

Answer : Your Subcommittee is unable to find any errors or weak- 
nesses in this subparagraph. 

C. Should the new sentence added to subparagraph (3) be a proviso 
sentence? 

Answer: Yes. 

For reference there is attached a copy of para. l5-20ii.2(y) as now 
recoifjiiieixded by your Subnoirani ttee. 
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(y) Taxes. 

(1) Taxes are charges levied by Federal, State, or local governments • 
They do net include fines and penalties except as otherwise provided herein* 
In general, taxes (including State and local income taxes) which the con- 
tractor is required to pay and which are paid or accrued and adjusted to 
amounts actually paid are allowable, except for: 

(i) Federal income and excess profits taxes; 
(ii) taxes in connection with financing, refinancing or refunding 
operations (see ASPR l5'-20li*3(g))i 
(iii) taxes from which exemptions are available to the contractor 
directly or available to the contractor based on an exemption 
afforded the (iovernment except when the contracting officer 
determines that the administrative burden incident to obtain- 
ing the exemption outweighs the corresponding benefits 
accruing to the Government; and 
(iv) special assessments on land which represent capital improve- 
ments • 

(2) Taxes otherwise allowable under (1) above, but which may be. ijle- 
gally or erroneously assessed, are allowable; provided that the contractor 
prior to payment of such taxes s 

(i) promptly requests instructions from the contracting officer 
concerning such taxes; and 
(ii) takes all action directed by the contracting officer, in- 
cluding cooperation with and for the benefit of the Govern- 
ment, to (A) determine the legality of such assessment or, 
(B) secure a refund of such taxes o 
Reasonable costs of any such proceeding instituted by the contractor at t,he 
direction of the contracting officer are allowable • Interest and penalties 



incurred by a contrc^ctor by reason of the nonpayment of any tax at the di- 
rection of the contracting officer are also allowable* 

(3) Aiy refund of taxes, interest^* or penalties, and any payment tc 
the contractor of interest thereon, attributable to taxes, interest, or 
penalties t^hich vere allowed as contract costs, shall be credited or paid 
to the Government in the manner directed by the Government, provided any 
interest actually paid or credited to a contractor incident to a refund of 
tax, interest and penalty shall be paid or credited to the Government only 
to the extent that such interest accrued over the pericd during which the 
contractor had been reimbursed by the Government for the taxes, interest, 
and penalties o 



A 



U/15/5U 



lg.200 scop:: OF FART . This pert s.ts forth principles r.nd standards for the 
dotorninntion rnd rllcrnco of costs in connection vath cost-roir^ours.nont typo 
contracts rn^. cost-rcL-aburscncnt type subcontracts thoroundor for procurement 
of suppli..s, servic;;s, cnc?. rcsor.rch and dcvelopriont vrork vitb orgp.ni26tions having 
co..'..rcirl typo .ccountin, systems. However, this pr.rt does not npply to con- 
tr.cts for frcaities, construction r.nd. architect-engineer services rolnted to 
construction. 

15-201 PRINCTPL-jS AND STAtlD^JSDS . 

" a. n.^o.ition of Totnl Post. The totrl cost of r cost-reirtosement 
type contract is the net sum of (i) the r.llc..r.blo direct costs, (ii) the pro- 
pcrly allocble portion of allorxcblo indirect costs r.nd (iii) o.pplicr.blo income 

rnd other crjdits. 

b. 7-->ot.or. Affectin g AH nwnbilitv of Costs. The frctors to be con- 

sic^cred in determining the allowability of costs includ.e (i) rensonabloness, 

(ii) rpplic.tion of gcnorrlly r.ccepted accounting principles ond practices, 

(iii) ejcorciso of pood business judgment in incurrence of cost, (iv) signifi- 
crnt deviations in the established prrctices of the contractor which substrntir.lly 
incre.se the contrnct costs, rnd (v) any limitations as to t^-p^s or amounts of 
cost items set forth in this Part 2 of Section XV or otherx^ise includ.ed in the 
contrr.ct, 

c. Qredits . The applicable portion of income and other credits, rebates, 
allowances, and equivalent benefits accruing to the contractor and which are 
related to anjr allowed cost will be credited to the Government either as a 

reduction in contract cost or by a cash refund, as appropriate. 

d. Contractor's Accounting System. The requirements concerning record 
keeping and approval of the contractor's accounting procedures and practices 
r.re' sot forth in the "Records Clause" (See ASPR 7-203.7). 
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consideration shoiad be given to any significant \rariations of inventories 
between accounting periods, variations in the ratio of contract inventory- 
levels to all other inventory levels, and any other relevant factors such 
as those mentioned in paragraph 15-203 (b)., 

^^-203,5 3ASZ Fx^HIGD FOR ALLOCATION OF EDimCT B:iP::iIsaS . The base period for 
allocs tion of inc'irect expenses should approxiinate the period of contract per- 
formnce or should be representative of that period. The base period should 
be sufficiently long to avoid inequities in the allocation of costs. 

AP I^ICATIOIS 0? BASIC COST PRINdFLLS AW STAISAHDS TO £.J.:jCT^ IT^fi 
07_C0ST. This paragraph states, in sone det?.il, applications of the basic cost 
principles and standards set forth in the preceding paragraphs of this part to 
certain selected iteris of cost. The statements herein apply irrespective of. 
t-rhether the particular iten of cost is treated by the contractor as direct 
cost or as indirect cost. Failure to mention any particular item of cost 
herein is not intended to irply tliat it is either alloirable or unalloijable . 
Vath respect to those items not specifically covered, determination as to 
alloTTObility will be made in the light of the basic principles and standards 
and, where appropriate, the treatment of similar or related items in this Part. 
All of the subparagraphs below are subject to the basic principles and 
standarcs set out in paragraph 15-201. 

I5i20iul ADVERTISING. Advertising e^enses include the costs of advertising 
media and corollary administrative expenses. Advertising media include maga- 
zines, neTjspapers, radio and television programs, direct mail, trade papers, 
outdoor advertising, dealer cards and window displays, conventions and exhibits, 
free goods and samples, and sales literature. 
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£. The folloiring sdvertisinj:- costs only sre sllcfirable: 

(^) Advertising in trade and teclinical journals, provided such 
advertising does not offer specific products or serricas 
for sale but is placed for the purpose of o/ferinr^ 
finc?ncial support to journals -jhich are valuable for the 
dissemination of technical inforr^ation T-rithin tlie 
contractor's industry, 
( 2,.) Help wanted advertising', as set forth in paragraph 
15-201;.33. 

15-2 Olu 2 '3SJj DliJBTS t 3ad debt oiqpenses consist of losses, (whether actual or 
esti.-.ia.t3d) trisinf; fro.Ti uncollectible customers' accounts and other clai/.:s, and 
include collection 3xpenses and related legal ercpenscs. These costs are un- 
alloTrrvle, 

l$-20ls3 3 33: J 11:? i::p::;!J5:ii ^ Biddinr;: e:?^enses are the costs of preparing bid 
estin:>tes on potential contrrcts or projects, including the develop:=:ent of 
enrinccrinj:: and cost data necessary to support the contractor's price proposal 
or ostir.i^.tad cost of work perfornance, Current bidding Q:.qp:vnses of both success- 
ful rnd unsuccessful bids norr.ially will be treated as indirect expenses and 
allocc.ted currently to all business of the contractor, in which event no bidding 
ciijpcnses of past accounting periods will be charj;;eable to the C^ovex'-nnent 
contract, ^^oi^j^v^r, the contractor's established practice may be to treat 
bidding eicpensos by sorie other recognized method. Regardless of the liiethod 
used, the results obtained may be accepted only if four-d to be reasonable and 
equitable. 



1^03 

demonstrate that they are specifically related to tiie performance of the con- 
tract. When, however, items ordinarily chargeable as indirect costs are 
charged to a Government contract as direct costs, the cost of similar items 
applicable to other work of the contractor must be eliminated from indirect 
costs allocated to the contract. 

1 5-203 INDIRECT COSTS . 

(a) Indirect costs are expenses which are inc\irred for common or joint 
objectives, are accumulated for accounting purposes by departmental activity 

or other logical cost grouping and are charged to the contract and other work 
of the contractor by a process of allocation. Each element thereof is subject 
to the limitations of this part as to allowability. 

(b) No specific rules can be stated as to the method of allocation of 
indirect costs because the actual condition in each instance must be taken into 
account in determining the most suitable method or methods. The objective 
should be the selection of a method or methods which will distribute the in- 
direct costs in a fair and equitable manner. The method used in connection 
with Government contracts must, in order to be acceptable, conform with 
generally accepted accounting practices, be applied consistently, and produce 
equitable results. Any significant change, such as in the nature of the 
business, extent of subcontracting, fixed asset ijuprovement programs, the 
volume of sales, the volume of production, manufacturing processes, or the 
products being produced, may require reconsideration of the methods previously 
in use to determine whether they continue to be equitable • Further discussion 
relative to allocation of the individual categories of indirect costs will be 
found in the subparagraphs below. 



i5-20l;.l. CA?3T;^RIAS. DS-IIITG R00I3 AK DOTK-:^ FOOD SaRVIC^S . This class of 
ozponsG consists of the cost, loss revenue;, of operating, or furnishing 
facilities for, cafeterias, dining rooins> ccntoens, lunch wsf-ons, vunding 
inEchinos, or other types of food sorvices for the contractor's enployeos at 
their regular duty station. Losses from operation of such food services are 
allmirablG when the services are fairly priced and costed and reasonably 
required by the nature of the contractor's operations, plant location, 
ostE';iish«d policies, or erployer-oiaployee agreencnt. I'he gains or losses 
fron those food services raust be appropriately allocated to all activities 
bonofitcd including Govsrnnent contracts except, hoi^ever, whore (l) the net 
proceeds arc for the exclusive benefit of an craployee welfare organization 
of the contractor, or (2) the food services are rendered for gain by private 
interests beyond the Lnnediats control of the contractor. Under each of the 
above tTTO exceptions, no part of the gains or losses will be allocable to 
the contract. 

15-201..5 CIVIL KSF^SE. Civil defense costs are those incurred in the plan- 
nii^g for and the protection of life and property against the possible effects 
of enengr attack. These costs are generally incurred pursuant to plans deve- 
loped by local and state cix-11 defense authorities. Examples of civil defense 
costs L^iclude cost in excess of nornial plant protection expenses and may con- 
sist of first-aid training and supplies, fire fighting training and ocjuipnent, 
posting of adrUtional exit notices and directions and otiier approved civU 
defense measures. Reasonable costs of civil defense measures undertaken on 
the contractor's premises pursuant to suggestions or requirements of civil 
defense authorities arc allmja.bl. when allocated to all work of the contractor. 
In the case of capital assets, acquii-ed for civil defense purposes the costs 



15-203 a INDIRSCT MANUFAC.TURINU AND PiiODUCTION EXPENSES. Indirect manufac- 
turing and production expenses consist of costs which are necessary to the pro- 
ductive process as a whole and are not readily subject to treatment as direct 
costs in accordance with paragraph 15-202 • Allocation of indirect manufacturinji 
and production expenses on a time basis^ such as direct labor man-hours or 
machine -hours, is a method which generally produces accuracy and equity* Other 
acceptable bases, in appropriate circumstances, include direct labor dollars 
(exclusive of overtime premium), units processed and prime costs of units pro- 
cessed. In some instances, it may be necessary to departmentalize or establish 
cost centers in order to distribute equitably the indirect costs. The factors 
to be considered in determining the extent of departmentalization or estab- 
lishment of cost centers include variety of products, complexity of processes 
and relative labor and facility requirements for the various products. 

15-203^2 INDIRECT ENGINEERING EXPENSES . Indirect engineering expenses con- 
sist chiefly of engineering supervision, engineering administrative expense 
and general supplies. These expenses arise out of engineering activities 
which include product design, tool design, experimental development, manu- 
facturing and production development, layout of production lines, deter-^ 
mination of machine methods and related blueprinting and drafting* 

Indirect engineering expenses should be allocated to the benefited 
activities, i.e., the contract and other work of the contractor on the basis 
of direct engineering man-hours expended, direct engineering labor dollars 
(exclusive of overtime premium), or other equitable basis. NOTE: Direct 
costs of engineering activities should be charged directly to the benefited 
activities, i.e., the contract and other work of the contractor in accordance 
with paragraph 15-202 • 



, . ■ ■ 1509 

thereof will bu doprocxslrcd ovor a reasonable nuinbcr of yoars in conformity 
with generally accvjptQd accounting pr5.nciplc;s. Contributions to local civil 
defense funds cr projects not on the contractor's promises are unalloiirablc . 

l5-20ii.6 COirjFSATICN ?0R PgRSCMU. SjRYICSS . 

a. This item includes sslaries, we.gos, deferred cor^jonsation and 
frinNC bonofits for services renderad to thu contractor by oiroloyces as well 
rs fees prid to diroctors and comittcc raenjbers. Subject to specific 
linitrtions set forth hereunder, such costs are allowable when the total 
corponsation is reasonable in light of the services rendered. 

b. Generally, the amount of coupensation established by the contractor 
Tjill be considered comricns^irate vdth the services rendered, Hoxsrovcr, 
coiTponsation of individuals such as corporate officials, c^tr.ctors, e::ecutives , '\ 
dopartKcnt heads, partners and sole proprietors .^.y be subject to special 
consideration r.nd IL-nitation as to allowabUity for contract cost purposes 
where ariounts appear excessive. Sone situations wliich may ^ivc rise to 
excessive corpensation arc where (i) the indix'idual or raesib.r of his inrxdk-te 
fainily OTms or is coriinittcd to acquire a substantial financial interest in 

the contractor's organization; or (ii) oimorship of the contractor is IL-nited 
to a s.mall cohesive groi^jj or (iii) the volume of Government contracts when 
related to the contractor's total business is such as to influence the c^iount 
of coi^^jonsation. 

c. The cost of options to purcliase stock of the contractor corporation 
^rented to eriployees is not allot-rable, 

d. Bonuses to craployees, such as production incentives and 
su-restion or safety awards, represent a part of th^ir total coroensation 
and are allot-iable when appropriately allocated, if they are: 
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(!•) Pr.id pursuant to rn r.ri-is length r.greonont bctuoon the con- 
tractor ?.nd thu jrploycos bofcrc the services arc rendered or pirsucint to ^n 
estrblishod plnn consistently follorred by th-.; contractor iihich constitutes, in 
cxTc^ct, r.n implicit sgrcGnent on the pr rt of the contractor* 

(2.) .ajssonrblo in ar.iount. For the purpose of determination of 
re?.3onrbl..ne£5 the onnloyer contribution sh^ll not exceed 1S% of the totr.1 
br.sic corpensntion paid or accrued to the ptjrticipttinp; employees in thrt 
yerr under consic'errtion* 

(3.) Fr.id for current services rctunlly rendered by ei.plcyees* 
) Avrilcble to sll employees of the contractor or to all 
erTolcy-jes within r. f:roup or sc.l?.ry clc'ssif ication >:hich is not unrer.sonr.bly 
restricted. 

(5.) Allorjcble r.s tin ordinary or necessary business e:-:pense for 

tr:-: piirpoces. 

(6,) Kot restricted to officer or other emplojroo stockholders 
or rre not distributed on the bp. sis of stockholding:s, 

(?•) *oti?.l oiTiployee coiipens^.tion, including: such profit shr.rinc: 
distribution, is rersonable in .mount for such services. 

;Vofit shcrin^ plcnS f These r^icns providv:; for additional 
cc;ip.nsction end. are b^^sed on or measured by contractor's o?rnin-s- These 
pirns irll into txro categories, im^-aedirte distribution sine deferred distri- 
bution pirns • 

(1.) Ccnpensr.tion payr.blu un^er L^j-.i^dir-te distribution pirns 
±s. rlloTn?ble ^ubjjct to the criteria set forth in subp^raprcph d. above. 

(2j ^r.iployer contributions' under defcrr=^d distribution profit- 
sharing plans, to bo allowable costs, ::iust ;;ieet all pertinent conditions set 
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forth undjr subpnrc^grr.ph d. cbovc rnd, if subject to Intcrnrl Hovjnuo SorvicG 
corxr.ic'.erction, must hcvo thvjir epprovrl. The crrry*ovcr provisions of the 
rordlr-tions of Intcrnr.l H:;vcnuo Scr^'icc T/ith rosp-ct to contributions ixndcr 
qur.lifiwc. 5L;:C.rrcc. (distribution prof it-sliTiring plnns shnll not bu rccojnizoci 
for Govjrnnont contrr.ct cost d jtoriiiinr.tion purposes. Forfeitures of non-' 
v.;5tjd benv^-fits unc-^.r profit-shr.ring plnn iTill bo treated in ^?.ccordrnce with 
the principles stated in prmsrr.ph l5-20U*29(f )• 

f* Stock bonus plgns . Bonuses of this nr.turc may or mcy not bo 
n^rsured by profits^ \Jhon stock bonuses, nre considered to be g form of 
cor^pensr.tion, the rmount rlloucble for the contrrctor's cost in connection 
thoreivith sh?.ll be subject to cll conc-itions pertinent under pDrs&rnph d. 
cbov;. rnd meet the folio-ring requirements : 

(l.) The vrlurtion plr.ced on the stock for the purpose of cclcu- 
Ir.ting such cost inust be co:.putud on n sound br.sis* 

(2.) In the ccse of unlisted stodlc hnving no ciurreht m^nrket, the 
contractor nust denionstrcte the vrlues r.scribed thereto c^ire fair r.nd ror.sbnable^ 

(3.) Bonuses pcid in the form of previously unissued stock of 
rn rffilir-te ^.tHi not ordinr.rily be nlloiTed unless it cr.n be demons trr. tod thr.t 
there exists a bona fide arms-length rrereement snd the v.?lues <? scribed to such 
stock r.re fr.ir !:nd re:ison?.ble. 

(l4*) Clcins for accruals of cojrpensation under 2 stock bonus 
?.rrrngement prior to acquisition of stodc by cirployccs xdll not be alloiyable 
urAess arr.?.ngenonts are made for appropriate credit adjustment of costs in tho 
event such stock is not acquired by enployeos* 

g. The detcrmir^tion of allot^ability of the cost of pension and 
retirement plans, training expense, oyertLmc, e:rtra pay and multi shift 
pre:-dums and other fringe benefits TJiii be in accordance with para=2fraphs 
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l5-20ii,27, l5-20li#U3j l5-20i4,25, and l5-20ii.lii respectively. Any form of compen- 
sation to an employee not epecifically mentioned in this Part 2, in addition to 
those set forth in this paragraph, will be given consideration as a part of total 
compensation. 

l5>-20li,7 CONTINGgNCIES , This type of charge results from the creation and main- 
tenance of reserves to provide for an event whose occurrence cannot be foretold 
with certainty as to time, intensity or even an assiirance of its happening. 
These costs are not allowable, (For self-ins\irance programs see paragraph 15-20U# 
1$-20U>6 COHTiilBUTIQNS AND DQNATIOMS , Contributions and donations to established 
nonprofit charitable organizations are allowable provided that suoh costs are 
reasonable and properly allocable to Grcvemment contracts. 

The propriety of the amount of particular contributions and donations 
and the aggregate thereof for each fiscal period must be judged ordinarily in 
light of the pattern of past contributions, particularly those made prior to the 
placing of Government contracts. The amount of each allowable contribution must 
be deductible for purposes of Federal income tax, but the deductibility of the 
contribution for income tax purposes does not in itself justify its allowability 
as a contract cost, 
15-20U,9 DEPK£CIATION > ' 

a. Depreciation as described herein is a charge to current operations 
intended to distribute the cost of tangible capital assets, less estimated resid- 
ual value, over their estimated useful life in a systematic and logical manner. 
It involves a process of allocation, not of valuation. Useful life has reference 
to the prospective period of economic usefulness in the particular contractor's 
operations as distinguished from physical life, 

b, : Depreciation on a contractor's plant, equipment and other capital 
facilities is an allowable element of contract cost, provided the amount thereof 
is based upon original acquisition cost, . Depreciation will be accounted for by 
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consistent application of any generally accepted accounting principles and should 
usually be allocated to the contract and other work as an indirect cost« The 
amount of depreciation charged in any accounting period may varj'* with volume of 
production or use of mxiltishift operations, provided the method followed is 
consistent with basic objectives set forth in subparagraph a# abowe^ 

c# Charges for depreciation on idle or excess facilities will not be 
allowed except on such facilities as are reasonably necessary for contract per- 
formance standby p\2rposes« 

d» Unless otherwise provided in the contract, no use charge will be 
allowed on assets still in use which have been, in accordance with the con- 
tractor 's consistent accounting practice, fully depreciated on the contractor's 
books of account. 

e# Allowances for depreciation on emergency facilities will normally 
bo determined in accordance with subparagraphs a. through d« above • However, 
where the contractor has applied for and received a determination of "true 
depreciation" from an ijaergency Facilities Board covering emergency facilities 
acquired under certificates of necessity, the amounts so determined for "true 
depreciation^' over the emergency period (5 years) will be recognized in lieu 
of normal depreciation. After the expiration of the emergency period for the 
facilities concerned where a determination of "true depreciation" has been made, 
the remaining undepreciated portion of the cost of such facility will be depre- 
ciated over its remaining useful life and will be the only amount recognized 
as alloivablc cost, subject to paragraph 15-20U#12# 

15-2011^0 mPLOIE£ MQHALE, HEAtiTH AND WELFARE . Included in this category are 
expenses of health and welfare activities inc\irred for the improvement of 



uorkin?: conditions r.nd tho inprovonont of c-inployor-onployoc rclr.tions rnd 
cnployoc porforix^nco. i::cniT]plos of those rctivitios nro house publicr,tions, 
harlth or first-rid clinics, snd or:ploye^J counselling services. Those costs 
rre rlloiTsblo vhon incurred in accordance mth the contractor's established 
prrctice or custom in the industry or r.rec! rjid are rensonnble and cauitnbly 
rllccrted to .:>11 clr.sses of wrk perforncd in the contractor's plant. Incorie 
generated from ajTjr of these activities will be credited to the costs thereof. 

15-2011.11 SNiaaTAmidNT EaPEKS^ . This item includes the cost of amusement, 
diversion, social activities and incidental costs, such as meals, lodg:ing, 
rentals, transportation and gratuities. Those costs are unalloi^ablc. 

15-20l u12 I]XC]SG PVICILITjIIS . This item includ.es the cost of ma:intaining and 
housing idle and excess facilities, except those reasoriably necessary for 
contract perfori;F.nce stcniCoy purposes. These costs are unallocable. The 
costs of additional plant capacity reserved for defense production shall be 
the subject of a separate contract. 

Ig-20l^.l3 FIK:S Am PIlT^TIiiS . Included in this itun are those costs resulting 
from violations of, or failure of the contractor to comply Tjith, local, state 
and Federal laws and regulations* Thjgo e:rpenses are not allowable. Piowe\-er, 
fines and penalties, including interest thereon, incurred due to situations 
in which the contractor has been instructed in writing by the Contracting 
.Officer to folloTT a certain course of action, will be allowed. 

15-20U.1I. BIirKI^ITS . Fringe benefits are allowances and. services pro- 

vided by the contractor to its ejiployees as cor.pensation in addition to regular 
wages and salaries. 
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■v.. The ("atarnination as to tho rllovTrbility of tho cost of pension 
r.nd rotiroaont plans, profit shr.ring and otlicr bonuses, r.nd scYort.ncsj pry will 
be in rccordr.nco uith sub-pr.ro.grrphs l5-20li.27, l5-20it.6, rnd l5-20i;.38, 
rcspcctivjly. 

b. Tho cost of otlicr fringe benefits such r.s pr.y for vr.cntions, 
holidr.ys, sick lor.vo, military lor.vo rnd oiployeo insursnco is ?.llovcblo to tho 
j:rbont required by lew, enployer-eraployoe cgroencnt, or established policy of the 
contrc^ctor thr.t. constitutes, in effect, r.n implicit agreenent on the contrc?.ctor 's 
pr.rt. 

15->201! >15 I HITBL PRODUCTION CQST3 , Initinl production costs, also known as 
"startinp-loc?d costs" ^ r.rw non-continuini, costs that arisu in early staf^cs of 
production because of the Contractor's lack of expori^ncu with particular 
materials, i:]a.nufactm"ing processes or tuciiniques involved. Such costs may 
consist of excessive r:iaterial costs resulting from abnormal scrap losses, 
excessive direct labor costs and related overhead resulting fron idle tiiiie duo 
to t;.stin.^ and change in production m-jthcd.s, cost of training ^^mployees, and 
o::cessive defective work due to inexperienced labor. 

'I'iliile initial production costs are alloi7able, the contractor TriLll be 
e:qDectud to work activeljr to minimize or jliminate thun as rapidly as possible • 
In casjs where these costs continue to an unwarranted e:ctent after the contractor 
lias been alloT'Tcd reasonable time to learn to ma.ke tho product efficiently, the 
excessive costs will be disallowed. 

15-20U.16 IMSUR/aMCE Am IKDi^HNflFICATIOH 

a* Included under this item are (l) those types of insurance which 
the contractor is required to carry under the terms of the contract, or by 
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specific instruction of the contracting officer or his -riuthorizod ropruscatstivc, 
end. (2) cny othtr insurance for which the contractor socks rcinbursimont undc;r 
the contrrct. TLo kinds of insure ncc ordinrrily included in the first cr; to gory 
<?.ro sot out in ASFR 10-501. 

b. Costs of Govornnont required insurance ere clloijr.blc within the 
IL-iitr.tions ns to the extent of covoraf-.e ?.nd premium rrtes approved by the 
G-ovcrni-icnt. Costs of other insurance, except tlir.t r.pplicr.ble to Governracnt- 
OTjncd property, r.re r.lloTrable provided (l) the insurrnce hrs boon approved by . 
tlie r,iilitary dcpr.rtnent concerned or (2) in the absence of such approval 
requirement, the types of covercre, extent of coverage, and rates are 
reasonable under the circumstances. Costs allotted for use and occupancy 
insurance, however,. will in principle be limited so as to excluc-e coverage of 
profit, interest, federal income taxes, and una,lloxvable selling and distri- 
bution expenses. 

c. The costs of insurance or any reserve covering the risk 
of loss of or dar,r.ge to Government- o:med property are not alloTrable except to 
the extent that the Government may lia.ve required the contractor to every such 
insurance, 

d. The costs of a self insurance program are allox-Tablc provided the 
program ha.s been approved by the Military Departments. Actua.l losses sustained 
under such a self -insurance pro? ram arc not allovjable. 

c. The costs of insurance on the lives of officers, partners or 
proprietors, are not alloiir.blo except where such insurance is part of an 
employee group plan which is not imduly restricte'd. 

f . Losses resulting from failure to insiire (tlirough self insurance 
or othenjiso) against a contingent loss or damage, where a reasonably prudent 
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business orgr!nizr.tion tiould hcvc insured af:r.inst such loss or dcrrgc, ere not 
r.llorrablo . 

g. Costs of indomnification, in lieu of insurance, vUl be allotrablc 
only to the c;cbcnt expressly pro^-idod for in the contract. By the turn 
"indormificrtion" is meant Govcrnnont assuiiption of losses arising from (i) 
Ir.clc of insurance coverage of risks of an insurable nature or (ii) restrictions 
on the amount of such insurance coverage, 

lg-20lt.l7 INT^3T AMD OT£:.R FINANCIAL S-X?:::;KS?^ . This itori includes interest 
paid or accrued (rcfcardless of the nature of the obligation which gives rise to 
the interest cost), bond discount and. expenses, and the cost of financin-r and 
refinancing operations as Trell as-lega.l and professional fees pa. id in connection 
with the preparation of a prospectus, costs of preparation and issuance of stock 
rights and cxTDcnscs related thereto. (Sec also 15-201.. 2ii) These costs arc 
unallOTfable except for interest assessed by State or local taxing authorities 
under the conc-itions set forth in subparagraph 15-201;. Ul, 

l^"?'^^'!^ RISiATIOITS . This itcn covers ej^enscs incurred in maintaining 

satisfactory relations between the contractor and his erployces. It includes 
the costs of shop steir.rds, labor management committees, orployoe publications 
and other related activities. Costs incurred for these purposes are allw^able. 

15-20^.19 LOSSES ON OTHLR COim^iCTS . This item covers any excess of costs over 
income under any and all other contracts, whether such other contracts arc of a 
supply, research and development, or other nature. Costs of this nature are not 
alloirable as a cost of performance of the Government contract. 

Ihl^^u20 IA1WEM11C2 Lm ICTAIRS. (r.) This item includes those costs necessary 
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for tho upkeep of property which neither r.clds to the pcririnnent vr.luc of the 
property nor appreciably prolongs its intended life but keeps it in its efficient 
oporr.ting condition. These costs r.rc allor^rable, Bxponditurcjs for plant and 
cctiipriont trhich, according to gcncrrlly accepted accounting principles, should be 
capitalized and subjected to depreciation Hill be allot-xablc orily on a depreciation 
basis. Cost of maintenance and repairs of ercess facilities and of idle 
facilities (other tha.n reasonable standby facilities) are not alloi^jablo. 

b. Deferred r;»intonrncc is defined ?s ncintenanco r.nd rcprirs which 
for soiao r^rson such r.s abnormal operating corilitions or lock of funds, is 
Gol^.yod to ? future period. The cost of nrintenr.nco ?.nd reprirs ;-mich iias been 
d^-forrc^d fron s period prior to the contrrct is not nllowcblo unless specif icr.lly 
provided for in the contract. Likewise, the cstirmt^d cost of maintonrnco end 
roprirs norrnrlly required but not cccoraplished during the period of the contrnct 
will not bu r.lloi'/od ss n cost unless spocificcUy provided for in the contract. 

l5 -20li.21 Hii mXTURINC- Aim PRODUCTION I:?tgDE5RII-JG . iir.nufr.cturing end pro- 
duction on-ineering includes the . cost of engineering ?.ctivities in connection 
with (l) current jxnufrcturLng processes such as raotion and tLTc study, nethods 
rnrlysis, job rnclysis, and tool design and inprovenont and (2) current pro- 
duction problems, such as riaterials analysis for production suitability and 
component design for purposes of sL-nplifying production. Those costs arc 
alloirablc. For purposes of distribution, such costs should ord.inarily be 
divided into two categories: (i) those vrhich directly benefit a contract, a 
project, or a product line and (ii) those e:cpenscs i^hich ere not subject to 
direct costing. Itcras in category (i) should bo ch^.rs-cd directly to the contract 
or project or allocated to the products in the product line, ^'osts in category 
(ii) should be allocated to all benefitted work. 
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lg-20U.22 mTi^IALS AMD SUPPLES > 

a. 5?his item includes the net costs of such items cs raxx inr.torials, 
pr.rts, sub-r.ssoiriblios> corrpononts, ?.nd innnufrxturing supplies, whether purchcscd 
outside or roGnufrcturcd by the contrr.ctor^ end may include such collateral items 
r.s inbound trr.nsportr.tion end intrr.nsit insurr.nce. These costs, ere c?.lloTrnble 
subj;.ct, hov;evcr, to the provisions of subpr.rr j^Tcphs b, through e. belovj. 

b* Costs of mr-terinls c?nd supplies shr.ll be suitably adjusted for 
rpplicnblc portions of income nnd other credits* Such income r.nd other credits 
include trr.de discounts, refunds, rebates and allov;ancos, cash discounts availa- 
ble, and credits for scrap and salvage and materials returned to vendors. 
However, whore the contractor can demonstrate that failure to take cash discounts 
was duo to circui;istances beyond his control, such lost discounts will be allowed. 

c. Reasonable charges arising from differences between periodic 
physical inventory quantities and related material- control records will be 
Ijicluded in arriving at the cost of materials, provided that such charges (i) 
do not include "Trritc-do:nis" of values, and (ii) relate to the period of 
pcrfcri^.nce of tho contra ct* All crwdits arising from differences between 
Periodic physical inventory quantities and related ma.terial-control records 
sliall be taken into account* 

d. ITnen materials arc purchased specifically for and idcntif ia.blc 
solely with perforiTia;ncc under a contract, the actual purchase cost thereof 

- should be charged to the contract* Any generally recognized method of 
pricing: materials issuud from stock mas'- be erployjd, provided the results 
obtained are equitable* T-^hen materials in stock at the commencement date of 
a Government contract have a provable replacement cost significantly different 
from book cost, the contractor and the Government may agree upon the use of a 
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iTiothod of pricing brsod upon the fair vr.luo of the mrtcricls (but not in excess 
of roplcconunt cost). Such r.groenent should include identification of the 
tj^os or kinds of mr.tcrinls involved. r.nd should proferr.bly be ncde at the tine 
the contrr.ct is entered, into nnd provided for therein, 

G. Ordinr.rily inter- coirpr.ny or intcr-divisionnl sr.lcs or transfers 
of rnrtorinls shr.ll be str.tcd on the br,sis of cost to the transferor. A 
departure from this cost basis is pernissiblc when the transactions involve 
itejTis regularly manufactured and sold by an affiliate or division through 
conv7ic.rcial channels except as to iteias on which the Government is ultimately 
the sole user. In these latter cases, hoa>revcr, the price charged to the contract 
must not exceed the IcTjer of (i) the transferor's sales price to its most 
favored customer for .the sane item in like quantity, or (ii) the prices of other 
suppliers for the same or substantially similar items# In other situations where 
consideration of the minority interest in an affiliate would warrant departure 
from the cost basis, such departure may be permitted but only if expressly 
authorized or approved by the contracting officer. 

15-20U.23 ORGfiNIZ/iTION EXP3NSLS . This item consists of expenditures in 
connection with organization or rcor^-anization of a business. Examples of such 
costs are incorporation fee, attorneys foj, fees to promoters and organizers 
and costs of raising capital. These costs are unallowable. (See also paragraph 
15-20U.17). 

l5-2Qh,2l; OTiER BUSIxfi^S EXPIilllSES . Included in this item are such recurring 
expenses as registry and transfer charges resulting from changes in ownership of 
securities issued by the contractor, cost of shareholders* meetings, proxy 
solicitations, prepai-ation and publication of annual reports to shareholders. 
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prcpr.rr uion r.nd subnission of required reports r.nd forms to taxing azid other 
regulatory bodies end incidentrl costs of directors and connittoe ncctings^ 
The above end sinilr,r listed costs r.re slloi-ir.blc when incurred in racsonr.bl-j 
r.nounts in nccordr.nce irith the contractor's established practices and are allo- 
cated on an equitable basis to all classes of wcrlc^ 

15-20U>25 O VSRTIIg:, SXTRj-. PAY SHIFT AW IiULTI SHIFT PKSgUIg , This itcn 
consists of the proniun portion of ovortine and shift paynonts to cinployces* 
Such preniur.is may be classified as either direct or indirect labor costs, but 
the amount of overtime preniun should be separately identified* When direct 
labor cost is the base for distribution of overhead, overtime premiums shall 
not be included therein. Cost of overtime and shift premiums, are allowable 
only to the extent c::pressly provided for in the contract or otherwise 
authorized by the Government. See ASPR 12-102 for further information con- 
cerning the policy regarding such authorizatlont The amount of overtime and 
shift premium cost charged on Govcrnracnt contracts shall bo equitable in 
relation to the amount of such costs charged on non- Government work being 
concurrently performed in the contractor's plant and the factors which necessitate 
the incurranco of the cost. 

l$-20li.26 PATENT EXPSHSSS . Included in this item arc amortization of the cost 
of purchased patents and all costs leading to the issuance of patents, as well 
as the cost of infringement investigation and litigation. Amortization of the 
cost of purchased patents applicable to contract products or processes is 
alloi'Tablc, The cost of preparing disclosures as required by the contract and 
of preparing assignncnt and other papers in connection with the filing of a 
patent application for the Government is alloi-rable. /OlI other patent expenses 
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r.nd charpos for tho use of pr.tonts whore the Govcrnnont lirs a license or the 
rifiit to froj use thereof arc uiv»llow.ble* The cost of rcsecrch arid devolopnent 
/Tork leading to patents is trestcd in subparcgrr.ph l5-20ii.35. 

Ig-20li.27 P;::rTSION AKD RETIRI^KMT PLivNS 

c« As used herein, a pension or rotirencnt plc?.n is a plan which is 

established and rncintained by a contractor primarily to provide systematically 

for the payment of definitely do terminable benefits to his eitployocs over a 

period of years, usually for life, after retirement • Such a plan may include . 

disability, withdrawal, insurance or survivorship benefits incidental and 

directly related to the retirement benefits, i^etirement benefits generally 

are measured by, and based on, such factors as years of service and ccjroensation 

the erployees. The determination of the amount of retirement benefits anc 
received by/ the contribitiorBtt provide such benefits arc not dependent upon 

profits* 3en(3fits are not definitely determinable if funds arising from for- 
feitures on termination of service or other reason may be used to provide 
increased benefits for the remaining participants instead of being used to 
reduce the amount of contributions by tho employer. ^ plan designed to pro\ddo 
benefits for employees or their beneficiaries to be paid upon retirement or over 
a period of years after retirement irill be considered a pension plan, if, under 
the plan, either the benefits payable to the employee or the required contri- 
butions by the contractor can be determined actuarially* 

b. Pension and retirement plans which are siabjcct to the approval 
of the Internal Revenue Service must have been so approved prior to^ consideration 
by the liilitary J^opartment j however, approval of the plan by the Internal 
Revenue Service does not necessarily assure acceptance by the Military Depart- 
ment. Consideration of the plans will be the responsibility of the D^poTtment 
to t-jhich audit cognizance is assigned and the subsequent action taken by that 
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Dcpr.rtncnt will gcnurr.lly be cccoptgd by the other Doprrtnonts. In cssus whcro 
tho Intornrl ^^cvcnuo Service withdrr.x-rs approval of a pirn, amounts allDc.?tcd 
to contract costs T/ill bo Tfithdrav/n accordingly* Whore pension and rotironent 
pirns of non-profit or otlicr tax-oxonpt orgr.niaations arc not required to bo 
rovievjod and approved by tho Internal Revenue Service, it Tfill be the responsi- 
bility of tho 'J^cpartncnt to vrhich audit cognizance is assigned to give 
consideration to the acceptability of such plans* 

c» costs of acceptable pension and rotironent plans, T-rhich are 

properly deductible fror. ta:2ible incone are allowable except as otlienfise 
deternined unallowable under this paragraph. Costs of acceptable pension and 
rotironent plans established by nonprofit or other tax-exer^it organizations 
are also allowable except as otherv:ise deternined under this paragraph* 

d. Pension and rotironent costs constitute a part of the total 
ccnpensation by a contractor to the individuals covered by the plan, and 
accordingly, are subject to the provisions of this section ijith respect to 
reasonableness s of the total ccnpensation paid to the individual for tho services 
rendered. (See 15-20^*6) 

c* The anount of the contribution subject to allocation as a 
contract cost will be linited to the naxinun anount required to fund an 
approved plan or the anount actually contributed during the taxable year, which- 
ever is the lesser. The carryover provisions of the Internal Revenue Code \Aih 
respect to contributions under pension and retirenent plans shall not be 
reco.^nized for the purpose of deturnining alloTOble pension and retirenent 
costs under Govornnent contracts.' 

f Credits which arise under pension plans fron various sources, 
such as dividends and cancellation of crployee benefits which have not vested 
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r.t the tiric of tcrriinrition of thuir orploynont, nust be trkcn into nccount in 
r.n cquiteblc rrnnor in the dctorrdnotion of the rlloTOblc pension and rctironont 
contribution. Spocir.l provision for those credits is usually noccssrry when 
tho contrr.ctor's orf^r.nizaticn hr.s sub stent irlly expanded for the perfornanco of 
military contracts and there is a rcasomtble expectation ttet the erploynont of 
a largo nunber of the additional einployecs will be terminated upon curtailmjnt 
of military work. Under these circua'nstanccs, it will be e:spoctod that an 
arrangement will be ma.do which xdll result^ as nearly as may be practicable, in 
the Government's receiving the benefit of these credits to the same extent as 
it originally participated in the related costs* There arc two general methods 
which may be used, individually or in combination, in making such arrangements: 

(1) A lump sum or percentage discount of current pension costs 
negotiated and agreed upon in advance* Determination of such allowance generally 
is not an actuarial problem involving a calculation based upon kno>m factors, 
but rather is an attempt to reach a negotiated agreement as to various uncertain 
or variable factors in a coh^dIox situation. 

(2) A retrospective determination at some time in the future 
when a more accurate estimate can be made by virtue of experience which may 
ha<ve developed. Until suqh determination, current costs, which should he net 
of current credits may be allowed provided an appropriate contractual agreement 
can be reached which researves the CJcvernmcnt's right to future credits. 

g. The costs of lump sun purchases of annuities or of lump sum cash 
payments or periodic cash payments madu to provide pension or retirement 
benefits for retiring or retired crployccs other than incurred under approved 
pension and retircr;icnt plans arc not allov/able. 

l$-20u.28 PLANT PROTljCTION EXPJHSr^, This item includes the cost of plant 
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protection r.icrsuros such ?.s vo.gos of guards, oquipmcnt of gusrds (uniforms, 
firccrncs, etc.), r.nd dcprocir.tion on plcnt protection cr.pitnl rssets. ^or 
the purpose of contrcct costing, those 03q5cnsos arc divided into two cr.tecories> 
nnraoly, norrr.l plr.nt protection expenses rnr^ special plrnt protection expensvjs* 
Nornr.l plr.nt protection costs are cllOT'-^blc snd are nlloccible to nil T;ork in the 
plr.nt. Special plnnt protection costs, which tern refers to an extension of 
the contractor's norinal plant protection program are also allowable and allo- 
cable to specific Governnent contracts requiring special protection upon the 
specific direction and approval of the contracting officer. 

15-20U>29 PRIiCQHTILxCT CX3STS 4 Precontract costs are those which arc incvirred 
prior to the effective date of the contract and which would have been alloi-yablc 
thereiuidcr if incurred after such date. Such costs will not be allovxed unless 
specifically set forth in the contract and may be limited to a period of time 
as well as to the type and amount of such costs. 

I5-20U.3O PROFi:SSIOti^X SLRVICxJS - L^CJj, ACCOUNTING, LNGmrJEPNG Ai^ OTEuR . 

a. This item includes the cost of proiossionrl ser^^ices rendered 
by the monbers of the particular profession separately engaged. These costs 
generally rro allovjable when reasonable in relation to the services rendered 
and are not contingent upon recovery of tlie costs from the Govorment. 

b. ^actors to be considered (among others) in determining the 

* allorability of costs in a prrticular case are: (i) past pattern of such costs, 
particularly in the years prior to the award of Cfovernment contracts; (ii) the 
impact of Government contracts on the contractor's businossj (iii) the nature 
and scope of managerial services ejqpected of the contractor *5 . own organization; 
and (iv) whether or not the proportion of Government production to the 
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contractor's toto.1 production is such r.s to influence the contractor in fc?vor 
of incurring tho cost, pnrticuLr.rly where the services rendered r.re not of a 
continuing nsituro 'and have little relationship to production undor Government 
contracts. Retainer fees to be allowable nust bo reasonably supported by 
evidence of ser\dcos rendered. 

c* The costs of logal, accounting and consulting services and 
related expenses incurred in connection with orga.nization or reorganization, 
prosecution of patent infringement litigation, defense of anti- trust suits, and 
the prosecution of claims against the Government are unallowable^ 

15-20U.31 PROFITS Lm Loss::s on dispositioh of plant, lquipiq^t or othir 

a\PIT/iL ASSETS . Included heroin are gains or losses of any nature arising 
from the sale or exchange of plant, equipment, or other capital assets, includ- 
ing sale or exchange of either short or long term investments. Profits or 
losses on sale or exchange of capital assets, including investments, vriLll be 
excluded in computing contract costs. 

l5-20li.32 RECOIIVlJasIOH EXPLMSIIS . Reconversion e:qpenses are those incurred in 
the restoration of the contractor's facilities to approximately the same 
physical arrangement and condition existing immediately prior to commencement 
of the military contract work and include the cost of removal of Government 
property. Reconversion expenses are not alloiTablc except tliat the cost of 
-removing Government property and the restoration costs caused by such removal 
are allor^rable if specifically provided for in the contract. 

lg-20U>33 RDCRULTIHG EXPSNSE . This item incaudes the costs of "help wanted" 
advertising and the operating costs of an employment office necessary to secure 
and maintain an adequate labor force. It further includes the costs of operating 
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r.n educe tionrl rnd sptitudc tosting progrcn, trr^vol expenses of oirplbyees 
vhilo engaged in recruiting personnel, and trr.vel expenses of applicc?nts for 
intorvicTJs for prospective employncnt* Thesu costs are alloi;?.ble# XJhcre the 
contractor uses privrte employment agencies, costs not in excess of standard 
comnorcial rates, for such services are also allouable^ Costs of special 
bonuf its or enolunonts offered to prospective ernployees beyond the standard 
practices iii the industry are not alloTO.ble* 

l5-20li.3U KCm.'xS OF PU^NT AND EQUIPMEHT . (Including sale and leaseback of 
facilities. ) 

This itcn includes e:q5enses for (i) use of land, buildings, and 
equipment or other personal property, and (ii) rental expenses under sale and 
lea so-back agreerxjnts incurred by contractors through sale of plant facilities 
to investment organizations (such as insurance companies) or to private inves- 
tors and concurrently leasing bade the same facilities. 

a. Rentals of plant and equipment under (i) above are alloiiable 
if the rates arc rcascna.ble in light of the type, condition and value of the 
facilities leased, options available and other provisions of the rental 
agreement, 

b* Rentals specified in sale and lease-back agrccmonts under (i) 
above are allowable only to the extent tiiat such rentals do not exceed normal 
costs (such as depreciation, taxes, insurance and maintenance expenses) which 
uould hr.ve been incurred had the contractor retained legal title to the 
facilities. 

15-20U.35 RSSIimCK AMD DLTiXOPimT^ . Research and development expenses (soro- 
tijfnes referred to as general engineering expenses) for the purpose of contract 



1528 



costing are divic^od into two major categories, nanoly: 

a. Guncrr-1 research, also rcfurrc-d to r.s brsic resccrch, funci-riaent 
rcscr.rch, puro rosocrch ?.nd blUw-slcy rosocrch. 

b. Hclntod rosoarch or dcvulopmcnt, also referred to as applied, 
rusecrcli, product research and product line research. 

(l) Gcnerr.l research is that typu of research which is 
directed toward increase of knOT-ilcdGC in science. It is research i-rherc the 
primary r.in of the investigator is a fuller knoxAod^ or uiK?.crttanding of the 
subject under study, rather than a practical application thereof. The costs 
of a contractor's in(?.ependcnt general research shall bo an allowable cost in 
all cost typo contracts under the follot^inr conditions: 

(i) The amount of such costs is reasona.blc. 

(ii) The costs are equitably allocated to all works of 
. the contractor other than its independent research. 

(iii) The contractor has submitted a report covering such 
inc'.openc'.^nt genural research projects showing the following: 

(1) Description and obj;;ctives of the project. 

(2) Anticipated tot-^1 cost. 

(3 ) Cost during the period under review. 

(h) Benefits expected to accrue to the mission of 
the Dcpartncnt of defense as a result of project. 

(iv) The business of the contractor at the tii.ie of 
entcrin:; the contract is predominantly (75% or more) commercial. (If less 
tha.n 7^% comr.iercir.l at the tL-ne of entering the contract allowa.nce may be 
autliorized by special contract provision.) 

The above conditions will also apply in the negotiation of pre- 
determined overhead rates. 
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(2) Ro3,r.tjd rosoarch is tliat type of research which is 
diroctod tov7?.rd practical cpplicrtion of science, and "developnont" is the 
systcnrtic use of scientific knowledge directed tovrsrd the production of 
useful materials, devices, methods, or processes, exclusive of design and 
production engineering* The costs of a contractor's independent related 
resor.rch (that which is not sponsored by a contract or grant or is not other- 
wise reimbursed to a contractor) may, if allocated on the basis of all 
production, be allorred as a cost to my cost type production contract if the 
research is related to the product or product line. No portion of such re- 
search will be allowable under cost-type research and development contracts. 

c. Hosoarch and devolopn^nt costs, regardless of the nature, 
which were incurred in accounting periods prior to the ax-jard of a particular 
military contract, (including amounts capitalized and the cost of patents 
obtrincx5.) will not bo allocated to that contract unless alloi-jable as pre- 
contract costs (Paragraph 1$-20U.29)» 

l$-20lu3 6 ROY;uaTY PAYI-EMTS , This item covers amounts paid for the right to 
use patents. ^Jhoro the use of such patent is necessary for the proper per- 
formance of the contract and where the Government does not already have a 
license or other right to use such patents, the royalties are allowable to 
the extent ejcpressly provided for elsewhere in the contract or othervxise author- 
ized by the contracting officer. 

1$-20U.37 SSRVICE AND WimLlKTI CXPENSI^ . This item incluc3.es the costs of 
servicing the product installation, training personnel in the use, operation 
and maintenance of the product, correcting product defects, replacing 
defective prrts, and other related operations or practices, ^"^ctual costs to 
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bo ruiribursod to tho contrr.ctor will bo in accordfinco with tho clnuso of 
tho contrr.ct ontitlod "Inspection of Supplies snd Correction of I^ofcjcts"/ 
(Soo pr.rr.grcph IST?R 7-203. 5) > or ss otherwise provided in the contract.. 

lg-'20U.36 SZVIBilNCE PAY , Sevorcnce pay, also commonly referred to as dis- 
missal wages, is a payment in addition to regular salaries and wages, by con- 
tractors to workers whose employment is being terminated. 

The cost of severance pay is alloi^able only to the extent that, in 
each case, it is required by (i) law, (ii) onployer-erployec a groupments, (iii) 
established policy that constitutes, in effuct, an implicit agreement on tho 
contractor's part, or (iv.) the circumstances of the particular ^rployment. 

For contract costing purposes severance pay is divided into txro 
catc(;;ories as follows s 

Nori:ia.l Turnover Severance Pay » The cost of severance payments 
is allowable and. must be allocated to all classes of work being performed in the 
contractor's plant at the time of payment. However, where the contractor pro- 
vides for accrual of pay for normal severances such method will be acceptable 
if the amount of tho accrual is reasonable in light of payments actually made 
for norm.'zl severances over a representative past period, 

b^ I la 55 Severance Pay > The cost of abnormal or mass severance pay 
actually made upon cessation of work when there is no reasonable prospect of 
continuing omployuient on other work of the contractor is allowable. The 
amount allowable sliall be determined by assigning the total cost of actual 
mass severance payments to the entire period of employment with the contractor 
and equitably apportioning such cost to all business of tho contractor per- 
formed during that period. 
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A ruscrv^tian in the finr«.l release of clr.ims. (sec ASPR 7-203. h) may 
be nrdo in tho cr.so of corplotcd cost-rcirribiirsoment typo contracts vhjn it is 
rocnspnr.blo to cssunu thrt scvoroncc pay allocable to the contract will be made 
in the future. 

l5-20[!,.39 SPHCI/Jj TOOLING . The tern "special tooling" nor.ns property of such 
specialized nature that its use, without substantial modification or alteration, 
is limited to the production of the particular supplies or to the performance 
of the particular services for which acquired or furnished* It includes, but 
is not limited to, jigs, dies, fixtures, molds, patterns, special taps, special 
gauges, and special test equipment. The cost of special tooling, when acquired 
for and its usefulness is limited to government contracts, is alloiTablc and 
will bo chprgod directly to the j?:overnment contracts, ^-jhen such special tooling 
is acqu5jred it shall be subject to the provisions of tho contract clause set 
forth in ASPR 13-503 entitled "Government' Property". 

l 5-20li.l40 STRIKiS I.m LOCKOUTS 3 EXPI^NSI^ OF . The situations and conditions 
surrounding strilces and lockouts are so varied that it is impossible to estab- 
lish a general principle providing for allovjance or disallowance of costs in- 
curred during such occurrences. Each case must be considered on its omi merits. 

l$-20U.Ul T/iZES ^ Taxes are charges levied by a government unit* They do not 
include fines and penalties except as otherwise provided herein* 

a. In general, taxes which the contractor is required to pay and 
which are paid or accrued in accordance with generally accepted accounting 
principles are allovjablc, except (i) for Federal income and excess profits 
taxes J (ii) taxes in connection with financing, refinancing or refiinding 
operations (see paragraph l5-20U.19)j (iii) taxes from which exonptions arc 



. ; 1532 

rvr.ilr.blo; r.nd (iv) spociol cssossmonts on lc?.nd which represent cnpitrl 
iirrprovcnjnts* 

b. Tnxos otherwise allowr.blo under a. above, but which rry be 
illjgr.lly or erroneously assessed iTiay be allowed as a cost of work porforned, 
provided thnt the contrnctor, prior to pr^ynent of such taxes, (i) pron5>tly 
requests instructions fron the contracting officer concerning such taxesj (ii) 
a frees to coi^ply with such instructions; and (iii) if so directed by the 
contracting officer also, agrees to take all necessary action in cooperation 
with and for the benefit of tte Governncnt, to determine tto legality of such 
assussncnt or, as the case nay be, to secure a refund of such taxes and any 
interest or penalties thereon. Interest and ponaltius incurred by a contractor 
by reason of the nonpayment of any tax at the direction of th3 contracting 
officer, shall be allowable as a cost, Reasona.ble expenses of any proceeding 
instituted by the contractor at the direction of the contracting officer to 
deterninc the legality of such an assessment or to secure a refund, of such 
taxs^s, interest or penalties for the benefit of the Govornnent, shall also 
be allowable as costs. 

c. Any refund of taxes, penalties or interest thereon sliall be 
credited to contract costs in the proportion in x^hich contract costs absorbed 
the costs of taxjs, interest or penaltiv^s. If at the tir.Tu the refund is re- 
Cv^ived by the contractor, no defense contracts are being performed, tlx amount 
■ othen^isc to be credited to contract costs slrai be paid directly to the 
Government. 

lg-20l4.U2 TRi^JEs BBSIICSSs AM) PROFESSION/Oi ACmiTES , 

a, ^bmberships . This item includ:0s costs of membership in trade, 
business, and professional organizations and such costs are allowable • 
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b. Subscriptions ♦ This it on includes the cost of subscriptions to 
trndo, business, professional, or tochnicr.l perioclicr.ls^ Such costs nro 
rlloxjnblo. 

c. Meetings gnd Conforcnco5 # AH other ontcrtainmunt e:q)cnscs, 
including- those clrissifiod t^s gratuities in accordance id-th ASPR 7-20h.l3, r.ro 
unallocable • 

ig>-2oU>U3 til;ihing expenses , 

a. This item includes the costs of preparing and ina.intaining a pro- 
gram of instruction designed to increase the ovor-all effectiveness of onployees. 
Includ.ed are the costs of the director of training and staff, training materials 
and text books ijhen the training program is controlled by the contractor, and 
tuition, fees, training materials and te:ct books when the training is in 
educational institutions. 

b. Such costs which are limited to on the job training arc 
allowable when properly allocated * 

c. Costs of training in educa.tional institutions are not alloi^.blc, 
except to the extent specifically provided in the contract* 

l$-20U,m; TIL^HSPORTATIQH EXP".jNSBS . Transportation e:qpenscs include the cost of 
frci:;ht, express, cartage and postage relating either to goods purchased, in 
process, or delivered* 

IJhen such costs can readily be identified with the items involved 
they mry be direct costed or added to the cost of such material* (Sec paragraph 
l$-20lu2l|). IJhcrc identification with the materials received cannot readily be 
made, inbound transportation expense may be charg-ed to the appropriate indirect 
expense accounts, provided the contractor follows a consistent procedure in this 



respect. Outbound frci,r;ht, if roiriburssiblci under tho terns of tho contract, 
should bo trcr^itcd ns direct cliarges. 

lg-2QLJi$ mVIL LXPSNSES t This includes costs of trnnsportr.tion, lodging, 
subsistence end. incidental expenses incurred by contractor personnel in a 
trnvel str.tus while on officicl corpp.py business. 

r.. Tr?.vol expenses incurred in tho normal course of overall 
r.dninistrntion of tho business nnd appliccblc to tho entire business €»ro clloiy- 
cblc when properly ollocr.tod. 

b. Travel expenses directly ctttributcble to contract perfornr.ncc 
ra?.y be charged to the contract in accordance with the principle of direct 
costinrr. 

c. Subsistence and lodging including tips or siiiiilar incidental 
expenses ma.y be reiribursod either, on an actual or per dien basis. The basis 
selected should be consistently followed. 

d. Costs of preniun transportation laay be alloi^ed when it is 
shown to be necessary to performance of the contract. 

e. Sntertainnont expenses are not allowable.. 

f. Costs of personnel movement of a special or mass nature arc 
allow=?.blo only when authorized or approved in writing by the Contracting Officer. 
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CONTRACT COST PRIMCIPLES AMD STANDARDS 



15-000 Scope of Section o This section sets forth, in general, prin- 
ciples and standards for the determination of costs to be utilized in con- 
nection with the negotiation of prices and cost reimbursements for all con- 
tracts tmder the jurisdiction of the Department of Defense «» 

15-001 Effective Date of Section o This section shall be conplied 
with on and after , 19^3 ^ although conpliance is authorized 

from the date of its issuance o 

PART 1 - APPLICABILITY AND PURPOSE 

15-101 General o . The principles and standards set forth herein are 
intended to apply uniformly {except as expressly qualified) to the deter- 
mination of either estimated or actual costs of performance of all prime 
contracts and subcontracts, the prices of which are subject to approval 
or review by the Department of Defense o 

15«102 Reasons for Issuance- of This Statement Defense procurement 
is a matter of great public interests It is iji5)ortant that it be con- 
ducted on a plane that assures the Congress and the taxpaying public that 
defense materiel is being obtained at fair and reasonable prices without 
waste and extravagance o It is also inq^ortant to assure defense manufac- 
turers (especially con?)etitors), of fair and equitable treatment, without 
discrimination, in contract pricing • A vast amount of defense materiel 
is obtained, especially in periods of emergency, under conditions where 
prices 'cannot be established simply by coB?)etitive biddingo The nature 
of the inherent risks in defense production, especially in the time- 
length of contract performance, and the frequent absence of complete pro- 
duct specifications, result in the use of various forms of contracts in 
which prices are determined to a greater-or-lesser degree by the use of 
cost data — > both estimated and actuals The gathering, analysis, and use 
of cost data are coii?)lex problems, both for dontractors and Grovernment 
negotiators, as well as industrial and Government accountants and auditors 
who are more skilled in such matters o Cost problems are serious and di- 
verse, both with respect to more basic business practices and to applica- 
tion of appropriate' accounting principles o An adequate statement of cost 
principles and standards is necessary in order to avoid misunderstanding. 



} 



as well as confusion, delay, and expense in contract negotiation and admin- 
istration, including auditing and settlement of contracts • Every defense 
contractor, therefore, should recognize the necessity of the adoption of 
these principles and standards in the common good —not msrely for cost- 
reimbursenient-type contracts, but also for other special types of contracts 
the use of which has greatly increased, 

15-103 Application of Cost Estimates < Cost estimates submitted by 
contractors are used for the following pu^oses: 

(a) Under outright fix»d-price contracts: 

(1) Negotiating fixed prices, to the extent there is an 
absence of other objective criteria to enable the 
determination of a fair and reasonable price • 

(b) Under fixed-price contracts containing price-redetermination 
provisions? 

(1) Determination of tentative initial prices* 

(2) Firm revision of initial prices on a forward basis • 

. (c) Under incentive -type contracts: 

(1) Determination of tentative target prices and target 
costs when firm targets cannot be initially determined • 

(2) Determination of firm target prices and target costs, 
including those cases where there is delayed deter- 
mination* 

(d) Under cost-reimbursement- type contracts: 

(1) Initial estimates as a basis for establishing fixed 
fees# 

(e) Under all the above types of contracts for determination of: 

(1) Contract price ceilings • 

(2) Adjustment of prices, price ceilings, targets, fees, 
etc» for all contract changes • 

l5-10li Application of Historical (Actual) Costs ♦ Historical (actual) 
costs are used for the following purposes: 

(a) Under cost- reimbursement- type contracts: retroactive 
determination of prices • 

(b) Under fixed-price contracts, with retroactive price- 
redetermination provisions: retroactive determination 
of fixed-prices based on actual costs, to extent 
permitted by Armed Services Procurement Regulations. 
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(c) Under incentive- type contracts r determination of adjusted 
prices after contract completion in light of actual costs 
and adj listed profits or fees^ based upon sharing of 
increased or reduced costs as conpared with estimated 
target costs o 

(d) Settlements in connection with termination of contracts 
for the convenience of the Government to the extent pro- 
vided by the Armed Services Procurement Regulations o 

15-105 Contract Provisions p Where the nature of a contract requires 
or may involve future determinations of price, these principles and stand- 
ards must be incorporated specifically by reference in the contract or be 
set forth in the contract or appended thereto, in order to be binding upon 
the Government and upon the contractoro These principles and standards 
shall be thus made a part of every contract and subcontract whose costs 
are subject to approval or review by the Department of Defense, or any 
of its subdivisions, executed as of a date on or after , 1953o 

Any such contract or subcontract may treat any element of cost thereunder 
more specifically than provided by this statement of principles and stand- 
ards so long as there is no inconsistency therein© 

15-106 Implementation by the Military Departments > This statement 
of contract cost principles and standards shall be followed in procurement 
operations of the three military departments without modification or ex- 
pansion in any way except as to instructions on administrative procedures 
or as provided in the last sentence of the preceding paragraph. Any ex- 
pansion of or change in this section, deemed to be desirable, will be 
referred to the Office of the Secretary of Defense for consideration. Any 
interpretations of these principles and standards made in the course of 
contract administration shall be on a case-by-case basis in the light of 
the specific facts thereof ~ no system of written interpretations to be 
generally followed will be permitted o Administration of these problems 
is a matter for practical business judgment rather than rigid adherence 
to established precedents o 
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possible assurance of accxiracy of cost estimates, as well as the means of 
more effective cost control, when variances of actual costs from standards 
are measured regularly and recorded in the formal accounts o 

l5"2C3o3 Use of Standard Costs in Determining Actual Costs o VJherever 
contract price negotiations or settlements depend upon actual costs, and 
contractors have reasonably satisfactory standard cost systems, standard 
costs of products, or parts thereof, with appropriate adjustments for vari- 
ances from actual costs, may be considered to represent actual costs, pro- 
vided such costs are believed to otherwise reflect the application of the 
principles and standards set forth in this sectiono However, normally 
where adequate standard costs are available for coirplete end-products, 
fixed-price contracts should be used© 

15»203«»U Use of Job-Order or Process Cost-Accounting Method o The 
use of either the job-order or process cost-accounting method in determin- 
ing historical costs of actual contract performance is acceptable o Wher- 
ever there is to be a retroactive determination of initial fixed-^prices 
under a price-redetermination clause, or of a revised target cost under 
an incentive -type contract^ it is essential to determine the actual cost 
of production of those items delivered upon which the revised price and 
cost determinations depend; this generally requires separate job costing 
of that portion of production, but any other method of cost determination 
may be used which will yield equally reliable results « 

l$-203o5 Use of Historical Costs for Purposes of Cost Estimating o 
When used in the preparation of cost estimates, unmodified historical cost 
data may not provide a satisfactory standard of future performance j in this 
event their use would be undesirable o Where no more satisfactory cost data 
are available, historical costs may be used in the preparation of estimates 
provided they are adjusted to eliminate nonrecurring costs and to reflect 
new coiriitions, if any, which may be applicable to futtire productiono 

l5=.20a Basis of Application of Principles and Standards to Pricing 
of Standard Coiinercial Products o Standard commercial products are those 
which are normally manufactured and sold in large volume to customers who 
are neither prime contractors nor subcontractors for defense work, not- 
withstanding the fact that substantial quantities may be sold to defense 
contractors or the Government with relatively little or no change in 
specifications. In general, it will be expected that standard commercial 
products will be purchased under fixed-price contracts, and that prices 
will be established without primary reference to the respective contrac- 
tor's costs o The use of escalation clauses generally should take care of 
major contingencies which should not be added to estimated costs in con- 
tract pricing of such products o However, in those instances where cost 
analyses for standard commercial products are required in firm price 
negotiations under fixed-price contracts, these principles and standards 
will be applicable to the extent appropriate o Care mast be used in such 
cases in order not to impose ixi5)ractical requirements on contractors for 
cost estiraateis — to laget which requirements might result in work entirely 
disproportionate to the amounts involved o Cost analyses in such cases 
may sometires be based upon other data than current cost estimates 
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for exainple, when a inantifact\irer has no cost data for a specific standard 
coimnercial product, he may have available for analysis, historical sales, 
costs and profit data on a group of products, including the specific one 
subject to price negotiation o 

1^-205 Application of Generally Accepted Accounting Principles ^ It 
is to be understood that generally accepted accounting principles with 
respect to product or contract costs are noTjhere codified or reduced to 
rigid formulae o Such principles pemit the use of alternative practices 
or conventions, particularly in dif rarent types of business activitiesj 
yet in the main there are ganerally accepted lixoits in principle rep:ardinp 
accounting practices, the violation of i;jhich would not be condoned by the 
accounting professiono To the extent there is a twilight zone between 
accepted and non-accepted practices, definite understanding should be 
reached between the contracting partieso This section covers a number of 
subjects of this nature, so far as they can be covered for general anplica- 
tiono Yet inevitably there will be a requirement for specific contractual 
provisions or supplementary interpretations of the contract terms in the 
application of cost principles • 

l5-206 Contractor's Accounting System ^ Subject to the observance of 
the cost principles set forth in this section, any system of accounts and 
any method of cost accounting or estimating vrill be acceptable, if they are 
in accord with generally accepted accounting principles and practices and 
if they produce equitable and reasonably accurate results tinder the particu- 
lar circumstance So 

1^-207 Helation of Contract Costs and Profits o The use of actual or 
estimated costs in procurement pricing is only one phase of establishing 
the total price or monetary consideration under a contract o The determina- 
tion of reasonable profit is another important phaseo These two phases of 
pricing are mutually dependent to the extent that certain factors may be 
considered in determining either costs or profit (or fee)o Major factors 
to be considered In this respect relate to risks of cost increases or losses 
in performance o Depending upon the type of contract, either the contractor 
or the Government may assume such risks o Where the Government assumes all 
the risk of cost increases or additional unknown costs, or a major share 
thereof (as it generally does when these risks are great) through the use 
of cost- reimbursement- type contracts, escalation or price -rede termination 
clauses, or incentive- type contracts, the profit allowance for cost con- 
tingencies should be reduced to the extent appropriate. Normally in ne- 
gotiation of prices under outright fixed-price contracts, risks of loss or 
cost increases will be compensated in allowable profit margins rather than 
in alloT^ances for contingent increases in cost. However, no hard and fast . 
line may be drawn here, but it is in^^ortant that such allowances not be du- 
plicated. For example, a contractor's cost estimates may properly include 
reasonable estimates of cost applicable to normally experienced defective 
work in manufacturing processes. Cost estimates generally include reasona- 
ble depreciation on plant and equipment; this cost factor is based largely 
upon risks of obsolescence of the facilities. In such ca^ses these factors 
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should not be considered as elements of risk in determining the allowable 
profito There are other factors having a similar bearing on cost and 
profit determination; for example, because interest on borrowed capital 
is not allowed as a cost, it should be covered in the interest return on 
capital allowed as a part of profit or feej again in contracting for con- 
struction under cost- re imb\irsement- type contracts, it is customary prac- 
tice to exclude general, administrative and financial e^qjenses from costs, 
but to allovj instead for these factors as a part of the fixed fee* 

15-208 Relation of Contract Cost Principles to Federal Income Tax- 
ation ^ In general, all business costs allowable as deductions for tiie 
purpose of determining taxable income under the Internal Revenue Code 
should be allocated (assigned) to ttie extent appropriate, to the cost of 
performance of specific contracts, except as otherwise set forth in this 
statement of principles and standards o 

l5-2 09 Special Provisions Relating to Cost Determinations j> Includ- 
ing Limitations o Because of the need for standards of reasonableness in 
determining either estimated or actual costs of performance of specific 
contracts, including the application of business and public policies, a 
considerable portion of this Section, namely Part 3, is devoted to stand- 
ards of allowability of specific elements of costs under supply and re- 
search contracts with commercial organizations. Moreover, because of 
unusual accounting practices or problems involved in determining costs 
under facilities contracts, construction contracts and research and devel- 
opment contracts with non-profit institutions. Parts U, 5, and 6 respec- 
tively, are devoted thereto <> 

15-210 Direct vso Indirect Costs <> Every method of cost accounting 
or estimating embodies the principle of direct costing of materials and 
subcontract work* Direct costing of productive labor is general practice • 
Other expenses may be costed directly sometimes, but generally many of 
them are allocated to products, job orders, or contracts, etc* on an 
arithmetical basis in ratio to appropriate measures of performance — for 
this reason, such allocated expenses are termed "indirect costs 

15-211 Principle of Direct Costing s Every major item of cost (actual 
or estimated) should be identified with the unit beirg costed, whether it 
be the product, a job order, or a contract, when such items of cost do not, 
in fact, have substantially proportionate applicability to all classes of 
work. This principle may often be applicable to such elements of expense 
(when of major consequence), as travel, commissions, advertising, engineer- 
ing services, etc., as well as the normal items of materials and productive 
labor o This principle sho\ild be applied equally to the costing of both 
defense and nondef ense products or services by any contractor who is en- 
gaged in mixed production. There are no absolute rules by which to deter- 
mine which items or elements of cost should be direct costedo In applying 
the principle, any contractor should follow a consistent pattern of costing 
if the results are to be equitable o In son^ instances, this principle may 
be applied by direct costing only the major items of a given cost element 
to all products, leaving minor items, if appropriate, subject to indirect 
cost allocations. 
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15-215 Indirect Costs o Indirect costs, which have the character of 
common or joint costs, usually consist of indirect materials, indirect 
labor, and other itemso These costs generally are grouped in classes, as 

follows 8 

(a) Manufacturing (shop, laboratory) expenses (often termed 
«manufact\iring overhead" or "burden"), which are incurred 
in fabricating the article or service rendered; 

(b) Engineering e3q)enses to extent not included in (a) or (c) j 

(c) Sellixig and distribution expenses, incurred in marketing 
the products manufactured j 

(d) General and administrative expenses incurred in the overall 
management, supervision, and conduct of the business; 

(e) Financial and other e^enses* 

l5-2l6 Ifethods of Allocation of Indirect Costs o No general rules 
regarding allocation of indirect costs to products, job orders, or con- 
tracts can be stated for all individual cases, because the nature of the 
particular operations and the actual conditions in each instance deter- 
mine the most suitable method or methods to be en?)loyed. The best general 
test which may be applied to determine an appropriate method is to find 
the answer to the question; Does the method result in an allocation of 
the indirect costs to the products, job orders, or contracts, most equita- 
bly in relation to the machine or other worlc being performed on each? 

15-216*1 Use of Predetermined Rates for Indirect Expenses (Overhead 
Costs ) e ■ 

(a) Indirect expenses must always be predicted for purposes of cost 
estimates. This involves determination by the contractor of expense rates 
in accordance with whatever method or methods of expense allocation are 
followed o In accordance with the aim of encouraging the use of standard 
costs (paragraph 15-203 02), contractors should be encouraged to use ac- 
cepted standard cost methods of budgeting based upon distii^guishing betwieen 
fixed and variable expenses and upon estimating variable expenses by cost 
centers in proportion to estimated levels of production or work loads j such 
budgets provide the best means for estimating expense rates. Historical 
indirect expenses, or expense rates, should not be used indiscriminately 

as the equivalent of budgeted rates for this purpose without adjustment for 
-nonrecurring expenses and adjustment of the portion of the rates represent- 
ing fixed expenses when substantial changes in production or work loads are 
expected^ 

(b) The use of predetermined rates for indirect expenses is accepta- 
ble in lieu of actual rates of indirect expenses in determining otherwise 
historical costs of products or contracts, including costs under cost- 
reimbursement-type contracts, provided there is reasonable assurance that 
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the results wotdd be fairly coiiroarable with the use of actual rates. This 
practice may expedite the determination of contract prices and reduce audits 
ing. When predetermined eijqpense rates are so used, the contractor must ex- 
clude from direct costs any cost element included in predetermining expense 
rates in order to avoid duplicate charges, 

I5w219 Financial and Othsr Expenses and Federal Income and Excess 
P rofits Taxes' Neither product nor contract costs shall include interest 
charges (except under soecinl circn7.ct.-nc3S — see Part 3^ or Federal Income 
taxes because' sxich charges ars allo-'sd for in daterminln?; overall pricers. 
It vould be improper to nllo-x for federal excess profits tnres in 'leter.rdn- 
inp overall prices. Profit ricirsins ello-rabla in contract pricim: are based, 
among various factors, upon consideration of normal interest return on total 
capital emnloyed (including borrowed capital) and corroensation for risks 
(including-* loss of an/ capital) errcent, to the extent that risks are the sub- 
ject of compensation through cost allowances or are assumed by the Government 
under special forms of contract pricing, when no pricing allowance for such 
risks should be made. In this way, every contractor should receive nondis- 
cri^rdnator^r treatment, whether he furnished his entire capital or borrows a 
large portion thereof, or whether he is organized in the form of a corpora- 
tion, a partnership, or a sole proprietorship. Any other financial or mis- 
cellaneous e:cpenses must be considered item by item in determining costs of 
a product or contract. 
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PART 3~APPLICATI0N OF COST PRINCIPLES IN SUPPLY AND 

RESEARCH CONTRACTS WITH COMMERCIAL ORGANIZATIONS 



15-300 Scope of Part > This port sets f orthj> in some detail, appli- 
cations of cost principles and standards of Part 2 of this Section in 
determining costs to be utilized in connection vdth the negotiation of 
prices and cost reimbursements for all contracts other than (i) facilities 
contracts, (ii) construction contracts and contracts for architect-engineer 
services related to construction, and (iii) research and development con- 
tracts with educational or other nonprofit institutions • It is impracti- 
cable and unnecessary to cover every element of cost or possible situation 
that might arise in a particular case. However, v/hen the items contained 
in this part do not furnish specific guidance, cost determinations should 
be made in light of the philosophy expressed or implied in the principles 
and standards comprising Part 2 of this Section and the more detailed 
discussions of similar or related items in this Part 3» 

15-310 Manufacturing Costs , 

15-311 Jfaterials , The costs of materials, both direct and indirect, 
used or consumed in performance of Government contracts iare allowable on 
the basis hereimfter outlined. As used hereinafter, the term "materials** 
includes subcontract work, 

I5-3II0I Collateral Elements of Material Cost , In establishing 
direct material costs, consideration may be given to including the follow- 
ing elements, to the extent they are reasonable: 

(a) transportation, insurance, purchasing, receiving, handling, and 
storage; 

(b) overroins, spoilage, and defective workj 

(c) adjustments between book and physical inventories due to varia- 
tions in weights and measures and errors in record-keeping reasonably 
related to the period of contract performance. 

To the extent such items are included as direct material cost, no addi- 
tional allowance therefor may be made in the determination of manufac- 
txiring expenses. If not so handled, they are properly includable in 
manufacturing expenses, 

15-311o2 Material Credits , In establishing material cost, effect 
shall be given, either directly or as a reduction of total mantifacturing 
costs, to such itemis ass 

(a) Cash discounts taken. However, in determining costs under cost 
reimbursement-type contracts, if the contractor does not exercise rea- 
sonable precautions in taking advantage of cash discounts available, 
all cash discounts lost may be excluded in determining allowable costs; 
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(b) Trade discounts^ rebates^ and allowances on material purdiased; 

(c) Value of scrap and salvage and materials returned to vendors* 
15-311*3 Pricing . 

(a) In determining historical costs, any generally recognized method 
of pricing materials issued ftom stock may be employed for determining 
actual cost, provided it has been consistently used by the contractor. Is 
acceptable for internal revenue purposes, and does not discriminate against 
the Government* However, if the contractor so elects, materials in inven- 
tory or under binding purchase contracts at the commencement date of a 
Government contract may be charged to the Government contract at provable 
replacement cost as of the date of its commencement, provided that, once 
the election is made, the method must be followed consistently thereeifter* 
When special materials are purchased specifically for €Lnd identifiable 
solely with performance under a contract, the actual purchase cost thereof 
should be charged to the contract. Costs of subcontract work should be 
determined similarly; provided that,idien subcontracts are performed under 
contract pricing arrangements other than outright fixed prices, the deter- 
mination of prices shall conform to this section so far as considerations 
of costs are concerned. 

(b) For purposes of estimating material cost, either ciirrent market 
prices or replacement cost may be used, provided, under most circumstances, 
replacement cost is not in excess of current market. In order to avoid 
the allowance of contingencies in cases in which replacement cost may be 
estimated to be in excess of market, escalation or price-redetermination 
provisions may be made a part of the contract. However, situations in- 
volving increases in material costs which are reasonably certain and 
determinable or relatively minor in amount may warrant recognition being 
given thereto in making estimates* 

(c) In cases in which the contractor has integrated operations in- 
volving inter-compaiiy or inter-divisional sales or transfers of materials, 
and it is possible objectively to determine market prices thereof, such 
prices may be used in detex*mining or estimating the cost of the ccaaposlte 
product. In objectively determining market prices, consideration may be 
given to the lowest sailes price to nonaffiliated customers, if any, of 
the transferror for like items, quantity and quality considered. Wien 
objective pricing in such situations is not possible, the cost of materials 
so transferred or acquired shall be no greater, for pricing puzposes, than 
the cost to the transferror* An exception to this may be made in case of 
suppliers in which nonaffiliated parties hold a minority interest of 10% 

or more* Under such conditions a reasonable margin of profit on such sales, 
in recognition oi the minority interest, may be permitted by agreement. 
In other cases vnen there are indications that less than an arm*s length 
relationship exists between the contractor and the supplier, similar con- 
sideration is required in determining the propriety of the amounts allowed 
as contract costs* Whenever such purchases of materials are made at other 
than cost to the supplier, pursuant to the provisions of this paragraph, 
they shall be treated as subcontracts In determining the profit or fee* 
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15-312 Labor < Direct labor cost consists of salaries and vages 
identified specifically with the performance of a contract, job, or prcd- 
iict. , In determining historical costs, labor will generally be charged 
ai& actual rates paid by the contractor. However, if it is the contractor's 
consistent practice to charge for performance of groups of labor at an 
average rate, or to use standard labor rates, with consequent savings in 
clerical expense or improvement in labor control, such methods may be 
used, provided labor groupings and the adjustment for cost variances re- 
sult in a reasonably accxarate assessment of total charges # Similarly, 
when labor costs are required for making cost estimates, the use of stand- 
ard labor rates and standard time allowances (appropriately adjusted for 
experience variances) or reliable engineering estimates is acceptable. 
Ordinarily the \ise of wage rates higher than current going-rates will not 
be permitted for estimating purposes. In order to avoid substantial 
allowances for such contingencies, escalation or price-rede termination 
clauses are provided. However, situations involving Increases in wage 
rates which are reasonably certain and determinable or relatively minor 
in amount may warrant recognition being given thereto in making estimates. 

Common labor services may be treated as indirect costs if specific 
identification is impractical or uneconomical and the results of alloca- 
tion are equitable. Similarly, supplemental or premium pay and fringe 
benefits may be so treated, although the relative size of such payments 
in relation to base pay may indicate the desirability of treating them 
as a separately identifiable direct labor charge as indicated herein- 
after in this Part. 

15»312.1 Fringe Benefits— Vacations. Holidays. Sick Leave. Military 
Leave > Severance Pay^ Pension and Retirement Plans i, and Bgployee Insurance. 
Compensation of these types is allowable to the extent that, in each indi- 
vidual case, it is required by (i) law, (ii) employer-employee agreement, 
(iii) established policy that constitutes, in effect, an implicit agreement 
on the contractor 's part, or (iv) circumstances of the particular employ- 
ment. 

"Fringe benefits" arise because of the work performed by the employee 
while on the job, and the cost thereof most be considered as having a 
direct relationship to such work. However, in recognition of the different 
accounting treatment accorded fringe benefits, the cost thereof may be 
allocated to Government contracts on any of the following bases, provided 
equitable results are achieved s 

(a) Each class of compensation is preferably to be accrued as a cost 
over the period in which it is earned. 

(b) Where it is the contractor's established practice to record the 
costs at the time of payment, such practice may be acceptable. This 
is the most commonly used method of accounting for "Aringe benefits," 
but its use might result in inequities in some cases. For example, if 
a Government contract was performed over the summer months during which 
most of the contractor's employees took vacations or military leaves. 
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recognition of the cost at time of payment would be inequitable to the 
Governments On the other hand, if the contract or contracts extended 
over approximately one year and the proportion of Government work to 
the contractor's commercial work remained stable, this method might be 
equitable o Also, severance payments made in the event of termination 
should not be allocated entirely to the terminated portion of the con- 
tract or even to the terminated contract, since the employee's right 
to severance pay has accrued over his entire period of employment* 

(c) VJhen the costs of any of the elements of fringe benefits are 
greater or lesser vith respect to defense business as coiriparod vdth 
nondefense business, such costs should be allocated, so. far as featJible 
and appropriate, betueen the two classes of business before further 
allocation of such costs to individual contracts or products* If this 
method of cost allocation is used, it should be used consistently for 
all elements of fringe benefits having a different cost relationship 
to defense business as compared vrith nondefense business (for example, 
severance pay and pension costs—which may have an opposite relation- 
ship). 

(d) Regardless of the accounting treatment accorded these costs in 
the contractor's accounts, an equitable amount may be deterriiined by 
establishing an experience rate for such costs based on a representa- 
tive period. Changed conditions and circumstances i/ould have to be 
considered in inaldLng such a determination. The experience rate v/ould 
then be applied to the more direct labor costs to determine the allowa- 
ble costs. The use of such rate should be subject to semifamual 
revision in light of changed conditions* 

The cost of pension and retirement plans is covered more fvlly as the 
subject of a directive set forth as Appendix to this Section* 

Employee insurance includes group insurance and individual life and 
accident insurance* 

15-312.2 Premium Payments for Overtime and Extra-Shift Work * Costs 
of this nature consist of only the premium portion of overtime and extra- 
shift payments or accinals to employees, not the straight-time portion* 
Thus, if the rate for overtime vork is time-and-one-half of the regular 
rate, the premim portion is the additional one-half* Similarly, if the 
wage rate for a second shift is twenty cents an hour above the regular 
rate, this additional amoxmt is the premim* 

Overtime and shift premitms are allowable, but the contractor rnxst 
disclose and justify the amounts of other than occasional overtime* 
Whenever such allov/ances are claimed as costs, prior approval of the con- 
tracting officer must be obtained* 

Such premiums may be classified as either direct or indirect labor 
cost, but should be separately stated in either event* Where treated as 
direct labor cost, they should not be included in the base for distribution 
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of overhead 0 The amount of overtime and shift premium cost charged on 
Government contracts shall not be disprojjortionate to the amount of such 
costs charged on non-Government work being concurrently performed in the 
contractor's plants 

15*312 o3 Unclaimed Wages «, Costs under cost-reimbursement-type con- 
tracts should reflect a credit for unclaimed wages based upon agreement 
as to the amount thereof reasonably expected not to be paid subsequent to 
the date of settlement. In this event ^ all unclaimed wage liability rests 
with the contractoro When such an agreement cannot be reached, the Govern- 
ment will assume liability for payment of unclaimed wages and eliminate 
all allowances therefor from reimbursement to the contractor* 

15-313 Other Msinufacturing Expenses * 

15-313 .01 Method of Allocation of Indirect MEinufacturing Expenses * 
Among the acceptable bases, depending upon circumstances, for allocating 
indirect manufacturing expenses are direct-labor-cost, direct-labor-hours, 
machine-hours, and units processed© In more complex manufacturing plants, 
it is appropriate to departmentalize the plant for purposes of accounting 
for manufacturing expenses when any given type of defense production is 
concentrated in departments having a much higher or lower expense rate 
than the average « E}q)ense departmentalization is also desirable in larger 
and more complex plants for purposes of expense budgeting and control by 
the responsible foremen, regardless of the need for a more refined method 
of expense allocation* When manufacttiring expenses are departmentalized, 
it is necessaiy to charge service-department expenses (such as the power 
plant) and factory general expenses (such as taxes, insxirance, etc*) to 
the productive departments on appropriate bases before allocating the 
respective productive department expenses to products (or parts thereof) 
or to contracts or job orders for products* Appropriate bases should be 
selected for service-department and other expense distributions to pro- 
ductive departments—Scgo, kilowatts of connected power load or metered 
power consumption, in the case of electric power* 

When direct-labor dollars e3q)ended fairly reflect machine effort, as 
well as labor-effort, in any productive department, it is most simple, as 
well as appropriate, to use that basis of expense allocation in preference 
to a direct-labor-hour or machine-^hour basis* When there is much auto- 
matic or semiautomatic machineiy in a productive department, the use of a 
machine-hour-rate is more appropriate for expense allocation* The units- 
processed-basis of allocation is appropriate when a given productive 
department processes only one item, or the several items are so similar 
as to be susceptible to measurement of units processed in terras of a 
-common denominator— e«g« steel sheets of various gauges processed through 
a rolling mill* 

15-313 0 Allocation of Engineering Expenses * Whenever engineering 
activities are substantial, it is appropriate that the expenses be sepa- 
rately allocated so far as feasible to products, job-orders, contracts, 
etc* The work to which expenses are allocated may include facilities or 



equipment constructed or acquired and research and development work, as 
well as productso Engineering activities include product design, tool 
design, layout of production lines, determination of machine methods, 
drafting, etc. Engineering labor should generally be direct costed, as 
shotild any other major items of engineering esqpenses. Further treatment 
of various problems in connection with the costing of research and 
development, tooling, and preproduction expenses is included in P&rt 3 
of this Section; facilities contracts are covered \ander Part 

15-313.03 Depreciation and Amortization . Depreciation on a con- 
tractor's plant and eqxiipment and other capital facilities is an allowable 
element of contract cost, usually but not alvrays of an indirect nature# 
It is the most difficult element of cost to determine because determina- 
tion is largely a matter of Judgment or opinion. 

(a) In determining annual depreciation on the cost of a contrac- 
tor 's facilities, the following shall be considered s 

(i) In the case of buildings and most machinery used in manu- 
facturing, prospective economic obsolescence, either individually by 
item or enmasse, and not wear and tear, is the major factor covered 
l^y the depreciation charge. Wear and tear of such facilities may be 
made good indefinitely by repairs and maintenance. On the other hand, 
in the case of automobiles and certain items of machinery and equip- 
ment, as time goes on the excessive cost of repairs and maintenance 
makes it more economical to replace the items after a certain optimum 
period of use or age. Again, some items are expendable in xise. Obso- 
lescence of facilities may be brought about by reduced economic utility 
without loss of productive utility, such as by technological changes 
affecting the economic use of individual machines. Special require- 
ments for relocation of facilities may also result in obsolescence. 
Obsolescence is always prospective with reference to an entire enter- 
prise or an individual plant as well as individual items of plant and 
equipment. Defense industries generally have a special problem of 
obsolescence due to their character. 

(ii) In general, every contractor is entitled to wite off the 
entire cost (less estimated salvage value, if any) of facilities used 
in production over their estimated useful life in anticipation of 
possible obsolescence or replacement for other reasons, without require- 
ment for proof of economic obsolescence accrued at any time from a 
technical standpoint. This \d.ll generally mean that the cost of facili- 
ties will be written off before their productive aisefulness actually 
expires. Depreciation is too intangible to warrant attempts at meticu- 
loTis determination by individual items of plant and equipment, although 
such attempts are frequent and may be recognized. Hence, depreciation 
will generally be determined by types of facilities, in each of which 
the items are subject to similar incidence of obsolescence or other 
causes of replacement. The amount of depreciation written off in any 
fiscal period may vary with volume of production, provided a systematic 
method is followed consistently from year to year which is directed at 
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the primary objective of writing off the cost of facilities over their 
nseftil life* Generally ^ vihen such a method is employed in the case of 
aiiy facilities subject primarily to loss through obsolescence, the ad- 
justed rates should be less than normal \dien production volume is below 
normal to compensate for higher rates ^ere production is greater than 
normal (the term "normal" being used in the sense of "average" )« 

(iii) Depreciation should be based upon original cost of the 
facilities, whether measured by purchase agreement for a cash considera- 
tion, the fair value of securities issued in excheinge, or similar appro- 
priate measures, although it is permissible that such cost of facilities 
be adjusted, where desired by the contractor for purposes of deprecia- 
tion computations for contract pricing, to current price levels by the 
use of a general price index, provided in such event that the practice 
will be followed consistently in the future and also provided that 
otherwise the charge is made at the same annual rates applied to such 
adjusted costs as would have been appropriately applied on original 
costs in view of the estimated useful life of the facilities • In other 
words, no deficiency in actual depreciation provisions in any prior 
year, based upon ctirrent price levels, should be included in the depre- 
ciation charge for the current year. No other basis of determining 
appreciation in value of facilities may be utilized in determining 
depreciation for purposes of contract costs j for this purpose the pro- 
visions of the Internal Revenue Code governing the tax basis of facili- 
ties values are applicable* 

(iv) No depreciation will be allowable as such, or as a rental 
or use charge, on the cost of facilities which are fully depreciated 
but still in use when a substantial portion of such depreciation vras 
on a basis that represented, in effect a recovery thereof as a charge 
against defense contracts or subcontracts in initial negotiated pricing 
or renegotiation of contracts. Otheivise, the contractor may compute 
normal depreciation on the cost of facilities in use without reference 
to previous depreciation provisions. Fully depreciated facilities xdLU 
be determined on the basis of relating original cost to accumulated 
depreciation on such cost, regardless of whether there is an adjustment 
of current depreciation charges based upon adjusting the cost of facili- 
ties to current price levels o 

(v) No depreciation may be allowed oh facilities which axe not 
in use, except such facilities as are held for standby purposes includ- 
ing additional plant capacity reserved for defense production. 

(b) In applying the foregoing considerations, depreciation rates 
-established with the approval of the Bureau of Internal Revenue for income- 
tax purposes generally may be utilized in determining contract costs. When 
such rates have not been approved, it may be necessary to use independent 
judgment in the determination of reasonable rates. Bulletin P of the 
Bureau of Internal Revenue provides general guidance for income-tax pur- 
poses on depreciation rates for normal facilities in normal peacetime use; 
care must be taken in the use of Bulletin F rates for purposes of contract 



16 



pricing as they may not be typical for the facilities of any specific 
contractor or industry^ especially when the facilities are acquired for 
emergency use. Special methods haTe been established for determining 
depirecdation on emergency facilities subject to Certificates of Necessity 
authorizing special tax amortization by a special directive set forth in 
an appendix of this Section. When a contractor desires to establish 
depreciation rates which vary in relation to production there must 
generally be a departure from the depreciation method used for income-tax 
purposes e Again^ the allowance of a computation of annual depreciation 
upon costs adjusted to current-price levels is at variance with income- 
tax depreciation methods o 

15-=313o04 Repairs and Maintenance . Repairs and maintenance of 
facilities (including Government-owned facilities) are allowable elements 
of contract costs. It is necessary that such expenses exclude expenditures 
for plant and equipment which, according to generally accepted accounting 
principles 9 should be capitalized and made the subject of depreciation^ 
There is^ of course, a twilight zone between repairs and maintenance and 
and capital expenditures within which a contractor should be permitted to 
operate upon the basis of his established accounting practice, if the 
results are quitable. For example, certain major costs of building altera- 
tions and rebuilding or rehabilitating machinery and equipment may reason- 
ably be treated in some instances as either repairs and maintenance eixpenses 
or capital expenditures, depending in part upon the contractor's deprecia- 
tion policy. In making decisions with respect to the alternative accounting 
treatment of these items, consideration should be given to the materiality 
of the amounts involved, and the question of the substantial enhancement 
in value of a contractor's facilities at the expense of the Government for 
use during periods in which the contractor will have little defense busi- 
ness. In the latter case, for contract pricing purposes, the cost generally 
should be considered to be of a capital nature and the subject of depre- 
ciation. In those instances where it may be appropriate to charge the 
cost of extraordinary rehabilitiation to expense, special care should be 
taken in equitably allocating the costs to all the benefited classes of 
work (see 15«313«07 "Preparatory Costs'^). In some instances, allowance 
of substantial extraordinary rehabilitation expenses as a charge against 
defense business may be conditioned upon the contractor's agreement to 
hold the facilities available for defense work for a stated minimum period. 
Repairs and maintenance costs on facilities which are not in use will not 
be allowed, except on facilities held for standby puiTposes including addi- 
tional plant capacity reserved for defense producldono 

15-313 o 05 Profits or Losses on Disposition of RLant and Equipment o 
Normally, in determining contract costs, no recognition will be given to 
profits or losses on disposition of plant and equipment for the reason 
that depreciation, reasonably determined, provides the exclusive charge 
for the cost of using a contractor's facilities • However, when a contrac- 
tor has capitalized special facilities acquired solely for perf oi^nance 
under defense contracts (rather than charge the costs thereof to specific 
contracts) and teniiination of contracts finds such facilities not folly 
depreciated, an additional cost allowance may be made in determining costs 



17 



of the terminated contracts for the purpose of contract settlement, pro- 
vided such facilities are transferred to the Government, if so desired, 
or an equitable adjustment is made in favor of the Government in recog- 
nition of any salvage value estimated for such facilities • 

15-313 #06 Rentals of Plant and Siuipment ^ Ordinary rentals of plant 
or equipment are allowable if bona fide and reasonable* Special care 
should be exercised in determining reasonableness of rentals in cases in 
which rates were arrived at as a result of less than arm's length bargain- 
ingo Rental costs \d.ll not be considered to be bona fide under the follow- 
ing circmstances s 

(a) Rentals are paid to persons, including corporations, affiliated 
with the contractor • 

(b) Rentals are paid to unaffiliated persons, including corporations, 
upon property formerly owned by the contractor when such property was 
fully depreciated or substantially fully depreciated before sale or 
transfer through charges against the costs of defense business* 

In either case (a) or (b), rentals will be limited to a reasonable amount 
of depreciation, as might be determined if the property were owned by the 
contractor, plus carrying costs which are not paid by the contractor under 
the terms of the lease, including maintenance, taxes, and insurance (but 
not interest on the investment)* 

15-313o07 Preparatory Costs ^ including Bagineering * Preparatory 
costs or expenses, alsoknoiraas %ake-ready costs," are costs specially 
incurred in preparing to operate under a specific contract or contracts* 
They include costs of organization and planning, employee recruitment and 
training, engineering and development (including product design, product 
specifications, and planning of production processes and layout; and plsmt 
alteration and rearrangement* Preparatory costs do not include initial 
production (starting load) costs which are treated in paragraph 15-313*08 
of this Part. 

Preparatory costs, when incurred for the exclusive benefit of Gov- 
ernment production, are allocable directly or indirectly to the contracts 
benefiting from such costs* When preparatory costs benefit other classes 
of work as well as Government work, an equitable allocation to all bene- 
fited classes of work is proper* 

Preparatory costs may have been incurred prior to the award of a 
definitive contract. The amounts of such costs, for purposes of contract 
cost allowances, are subject to approval of contracting officers based 
upon advance understandings or upon subsequent negotiation* In such case 
a specific provision covering the allowability of pre-award preparatory 
costs should be incorporated in any definitive contract when futtire pric- 
ing or repricing may be based in part upon actual contract costs* However, 
the absence of such provision will not preclude consideration of the costs 
in subsequent price negotiations or determinations under such contracts* 
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15-313 •08 Initial Production Ck>3t8 # Initial production costs, also 
kno\m as •starting-load costs," are non-recurring costs that aidse in the 
earlj stages of production because of the contractor's unfamiliarity or 
lack of experience with the particular materials, manufacturing processes, 
or techniques involved « They are to be distinguished from preparatory 
costs or expenses (also known as %ake-ready costs*'), which comprise such 
costs as tooling, engineering and development, and cost of equipment, and 
which are treated separately in this Section* 

Initial production costs may consist of the excessive portion of 
material costs incurred in the early stages of production, on contracts 
requiring new products or greatly increased production, as the result of 
abnormal quantities of materials used or abnormal scrap losses* Initial 
costs may also consist of the excessive portion of direct-labor costs, 
plus a proper portion of the related overhead, incurred in the early 
stages of production due to such causes as excessive defective work 
resulting from ine3q)erienced labor, idle time and subnormal production 
occasioned by testing and changing methods of processing, and cost of 
training employees* The jxistifi cation for such special costs depends 
ixpon their nature and causes, and not merely upon the fact that totail 
production nosis are high* 

After a reasonable volme of production has been attained and initial 
manufacturing difficulties have been overcome, xmit cost \ri.ll usually tend 
to level off, thereby evidencing the end of the initial period of produc- 
tion but not necessarily representing the lowest unit cost eventually 
attainable during the operation of the entire contract* If, however, 
rejects continue abnormally high after a contractor has been allowed a 
reasonable length of time in ^diich to learn how to make a product effi- 
ciently, the resulting excessive costs may not properly be allowable for 
purposes of cost estimating for formal pricing purposes or in establishing 
costs under tezminated contract settlements* 

15-313 o 09 Reconversion ExT>enses * Reconversion expenses are those 
connected with restoration of facilities to approximately the same physical 
arrangement and condition they were in immediately prior to beginning of 
defense work, including the removal of Government-furnished property* Such 
expenses exclude the costs of acquiring and ijistalling entirely new or 
different eqtiipment or otherwise altering the facilities for an entirely 
different purpose after defense work is ccmpleted* Specific contractual 
provisions may be included in cost-reimbursement-type contracts to ccmpen- 
sate the contractor for actual reconversion costs incurred* Reconversion 
expenses may also be allowed as an element of contract costs in other types 
of contracts on the basis of reasonable estimates under the following con- 
ditions s 

(a) Hie contract price contains no other allowance for use of facili- 
ties \Aiich would compensate the contractor for reconversion expenses* 

(b) The facilities must have been altered or rearranged at the incep- 
tion of defense work or they were newly acqxiired buildings in which 
Government machinery and equipment has been installed* 
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(c) There must be a reasonable basis for the asstimption that the 
facilities must and will be reconverted* 

(d) Reconversion costs shall be allowed only in pricing those con- 
tracts in existence or being actively negotiated at the time the costs 
of conversion were incurredo In the event of subsequent conversions 
or modifications for additional contracts, care must be exercised to 
avoid duplications of allowances for reconversion costs o 

15-313 #10 Special Tooling ^ The term "special tooling" means property 
of such specialized nature that its use, without substantial modification 
or alteration, is limited to the production of the particular supplies or 
the performance of the particular services for which acquired or furnished* 
It includes, but is not limited to, jigs, dies, fixtures, molds, patterns, 
special taps, special gauges, and special test equipment* 

The cost of special tooling, when acquired for and its usefulness is 
limited to one or more Government contracts in force or being negotiated 
at the time of acquisition, is allocable to the specific Government con- 
tracts* The cost of tooling which is special to other classes of work 
will be allocated to such work. The cost of non-special tooling is not 
subject to direct allocation, but is subject to depreciation, which is 
presented elsewhere in this Part, except that in the production of stand- 
ard commercial products such tooling costs may be treated as indirect 
manufacturing expense on an expenditure basis, in lieu of depreciation, 
when the resultant charges are reasonably equitable between fiscal years • 
When the entire cost has been allocated to Government contracts, the 
asset concerned shall become contractor-acquired Government property and 
be subject to the provisions of Section XIII and Appendices B and C, ASPR, 
applicable to contractor-acquired Government property* 

15-313*11 Research and Development s Research and development ex- 
penses may be divided into two major categories — ^product research and 
general researche 

(a) Product research is that research which is directed toward the 
the solution of specific problems encountered in the design or produc- 
tion of a particular product which has or is anticipated to have 
military or commercial use« The costs of current product research are 
allowable as costs on defense contracts and may be allocated thereto 
to the extent applicable to the supplies or services covered by the 
contracts, provided such costs are not reimbursed to the contractor 
under separate research contracts* 

(b) General research is all research other than that which is directed 
toward the solution of specific problems encountered in the design or 
production of a particiaar product which has or is anticipated to have 
military or commercial use. The cost of general research, when reason- 
able in amount and Incurred in accordance with the contractor's estab- 
lished practice, is allocable to all classes of work, including defense 
work, provided such costs are not reimbursed to the contractor under 
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separate research contractso No general research costs which were in* 
ctirred in accounting periods prior to the award of the particxalar 
defense contract (s) (incltading amounts capitalized in the cost of 
patents obtained) shall be allocated thereto, nor will the contractor 
be required to defer research costs incurred dtaring the period of per- 
formance of defense contracts to subsequent accounting periods • 

(c) At the option of the procuring agency, cost allowances for 
research and development work may be made contingent upon the contrac- 
tor agreeing to waive any royalty charges, under all patents previously 
obtained or which may be obtained in the future from such work, to the 
extent such royalties are applicable to defense wrk, either directly 
or indirectly^ 

15-313ol2 Patents and Royalties ^ 

(a) Amortization of the cost of purchased patents owned by a con- 
tractor applicable to products or processes covered by contract is am 
allowable element of cost to the extent reasonably allocable to the con«- 
tracto Research and development costs leading to patents are allowed as 
provided in paragraph 15-313 .U* 

(b) Royalty costs are allowable if bona fide and reasonable. Special 
care should be exercised in determining reasonableness of royalties in 
cases in which amounts were arrived at as a result of less than arm^s 
length bargaining o Royalty costs will not be considered to be bona fide 
under the following circumstances: 

(i) Royalties are paid to persons, including corporations, 
affiliated \d.th the contractor. 

(ii) Royalties are paid to unaffiliated persons, including 
corporations, upon patents formerly owned by the contractor when the 
costs of such patents or the research and development work thereon 
were substantially recovered throu^ charges against the costs of 
defense biJisinesso 

In either case (i) or (ii) royalties will be limited to such charges as 
might be determined if the patent were owned by the contractor in accord- 
ance with the provisions of this paragraph aM paaragraph^^ 1^^ 
relative to research and development* 

(c) Care should be exercised in preventing charges for the use of 
patents when the Government, in fact, already has rights to such patents • 
(See Section H, ASFR) 

15-313#13 Plant Protection Egpenses « 

(a) These expenses represent costs incurred in protecting the con- 
tractor's personnel and plant against fire, theft, sabotage, espionage, 
civil disorder, enemy attack, or other violent destructive forces. Plant 
protection expenses are allowable costs of defense contracts* Noimally 
they will consist of guards* wages and labor costs related thereto, costs 
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of individual equipment, cost of plant equipment if of minor amount, and 
depreciation of plant equipmento To the extent these costs are attribut- 
able solely to defense special security reqixirements, they are allocable 
entirely to defense contracts. Costs of normal plant protection not re- 
sulting from such special requirements, generally, should be indirectly 
allocated to aU classes of work, 

(b) A special problem may arise in the case of fixed price contracts, 
the security classification of \Mch is altered after the contract has been 
entered into. When such a contract price is negotiated, the contractor is 
presumed to know the plant protection requirements under the contract and 
is expected therefore to meet such requirements without additional charge 
to the Government. However, if the security classification of the con- 
tract were changed by the Government after entering into the contract, 
additional costs of plant protection will be allowed the contractor. The 
additional costs may include not only current costs of an operating natur^^ 
but also costs of a capital nature if the parties agree that the capital 
costs are incurred solely because of the changed security classification 

of the contract and would not have been necessary from the contractor's 
point of view. Also, if a classified contract is reclassified dowm^ard 
during its perf oiroance therein permitting a savings in plant protection 
costs, such savings should, if material, be the subject of a contract 
amendment passing the savings on to the Government, 

(c) Civil defense costs must be allocated to all work of the con- 
tractor performed at the particular location where the costs are incurred, 
Mhen the Government's portion of the output of the particular plant is 
not material, the reasonableness '^f the incurred costs need not be ques- 
tioned. However, since usually past experience v;ill not provide a guide 

as to reasonableness, civil defense costs should be the subject of specific 
agreement \ohen the amount of such costs to be allocated to Government con- 
tracts is substantial, V/hen this is the case, reasonableness may be 
judged in light of s 

(i) Recommendations and requirements of the duly constituted 
Governmental authority having jurisdiction over civil defense in the 
local area, 

(ii) The extent of like meastares being taken by other businesses 
within the local area, particularly those not producing under Government 
contracts, 

(iii) The portion of total cost likely to be allocated to Gov- 
ernment contracts as furnishing an inducement to the contractor to 
incur the cost, 

15-313 oH- Insurance arid Bonds , 

(a) The net cost of insurance and bonds, after deduction of divi- 
dends or other alloimnces which may be expected, if reasonably necessary 
to the operation of a bJisiness, is an allowable cost on Government con- 
tracts to the extent allocable. Some, but not all, of the types of 
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coverage idiich may be reasonably necessary are property, aircraft, auto- 
mobile, general liability, prodiict liability, workmen's compensation, 
employees' group, accident and disability, use and occupancy, and em- 
ployees' fidelity and surety bonds (including performance bonds)* 

(b) Insurance on the lives of officers is not an allowable cost, 
except when premiians are paid in behalf of executives or employees pur- 
suant to specific agi'eement or established policy i»Aiereby such payment 
may be properly considered as additional compensation (Paragraph 
15-312ol)o 

(e) I'Jhen a contractor asstimes insurable risks of any type, a reason- 
able provision far losses estimated by the contractor is an allowable cost 
if such provision is based upon actual loss experience to the extent fea- 
siblej or, in the absence of adequate loss experience data, it is not in 
excess of net costs which would be paid for such insurance if carried by 
private insurance companies <> 

15-313015 Taxes o 

(a) In general, all taxes paid or accrued in accordance with gen- 
erally accepted accounting principles are allowable, except for Federal 
income and excess profits taxes (see paragraph 15-219) • Special assess- 
ments on land are not allowable because they represent capital improvements • 

(b) The Federal, Government is subject to certain exemptions from 
payment of Federal customs duties and excise taxes and State sales or use 
taxes on the purchase of materiel, either directly or for conversion, as 
indicated in Parts 2 and 3 of Section XI of the Aimed Services Pirocurement 
Regulations^ On the other hand, such taxes are generally properly assessed 
on materials and property purchased by a defense contractor. It is gen- 
erally illegal for a State or local authority to assess a contractor for 
property taxes upon the basis of including in his assessed property valua- 
tion any amount for Goverrjiient-furnished property* For this purpose, the 
Government is not considered to own raw materials in stock or work in 
process acquired and fabricated by the contractor under contracts subject 
to progress payments or advance financing, incliading cost-reimbursement- 
type contracts o 

(c) Whenever taxes are believed to be illegally assessed against the 
contractor and the cost thereof may be included in historical costs for 
the purpose of contract pricing, contractors should request contracting 
officials for instructions concerning the payment of such taxes, possibly 
under protect, and with further respect to instituting litigation to 
obtain tax refund?, including interest, in which the Government would 
share in ratio to the charge made against the contracts • When litigation 
is involved in which the Government has an interest, it wiU bear its 
share of expenses of litigation either as a contract cost or as a reduc- 
tion of any recoveries of costs for its account^ 

(d) State income taxes are an allowable item of cost, subject to a 
reasonable allocation to defense business, considering if desirable the 
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portion of total taxable profits which may be attributable to such busi- 
nesso Allowance of such taxes is necessary from the standpoint of equity, 
because many State or local governments do not have an income tax, and 
those which do, use it in lieu of scane other form of taxes which would be 
an alloimble element of contract costs • 

15-313.16 Strikes and Lockouts The situations and consitions sur- 
rounding strikes and lockouts are so varied that it is impossible to 
establish a general principle providing for allowance or disalloimnce of 
costs incurred during such occurrences. Each case must be considered on 
its own merits in the light of the philosophy expressed or iii5)lied in the 
principles and standards expressed in Part 2 of this Section* 

15-320 Selling and Distribution Expenses > 

i5-320ol Basis of Allocation of Selling and Distribution Expenses , 
Selling and distribution expenses in general are subject to allocation to 
the cost of defense work to the extent appropriate, considering the methods 
of selling and distribution to the Government or to prime contractors or 
subcontractors* Generally, selling and distribution expenses should be 
allocated between product lines, or to products sold to the respective 
customer types (where sales methods are different), based on emalysis of 
the cost elements in relation to the sales efforts* In some cases, it may 
be appropriate to first allocate these expenses in whole or in part as 
between defense and nondefense business, and then to allocate the e:3q)enses 
applicable to defense business against the individual defense contracts or 
products* The principle of direct costing is very important in this area. 
For exaii5>le, when special defense products are sold to the Govenament or 
to defense contractors by separately identifiable employees of the manufac- 
turer, the compensation and expenses of such employees may be appropriately 
charged to costs of such products* When, in such cases, there is a separate 
sales organization or identifiable group of representatives engaged in 
selling to nondefense customers, no portion of compensation and expenses 
thereof should be charged to defense products • On the other extreme, \Aen 
standard commercial products are sold at fixed prices direct to the Govern- 
ment or to defense contractors, as well as to numerous customers not 
engaged either directly or indirectly in defense production, by means of 
one established sales organization, the same selling expense per vn±t of 
product may be used in cost estimating, except vdien the quantities sold 
are so abnormal in relation to sales effort that such an averaging of 
costs would result in significantly excessive total cost estimates* In 
the latter case, the fdxed selling expenses should be charged to nonnal 
nondefense sales, leaving the defense sales chargeable only with a proper 
share of the variable costs* For an illustration of this principle see 
paragraph 15-320«5 re advertising* 

Many businesses have not yet extended refined methods of cost account- 
ing to selling and distribution esq^ensesj in this, there is a lag behind 
methods of cost accounting for manufacturing expenses—in consequence im- 
provements in cost accounting in this area are more frequently required 
than in the area of manufacturing costs* 



24 



Direct labor costs may also include other associated costs, such as payroll 
taxes and workmen' s compensation insurance, where it is the established prac- 
tice of the contractor to treat these items as a part of direct labor costs 

15-202. U Other Direct Costs > Other items of cost may, in particular cases, 
be charged directly to ihe contract where the contractor demonstrates that 
th^ are specifically related to the performance of the contract. When, 
however, items ordinarily chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar items applicable only 
to other work of the contractor must be eliminated f rem indirect costs allocated 
to the Ckivemroent contract. 

lg-203 Indirect Costs . 

1$-203.1 General , (a) Items of cost which are incurred for canmon or ^oint 
bi>jectives, and which are not readily subject to treatment as direct costs in 
accordance with ASPR 15-202, should be accumulated for accounting purposes ly 
logical cost groupings and charged by a process of allocation. Each element 
of indirect cost is subject to the limitations of this Part as to allowability. 

(b) The method of allocation of indirect costs must be based on the 
particular circmstances involved. The objective should be the selection of 

a method which will distribute the indirect costs in an equitable manner. The 
method used in connection with Government contracts shall, in order to be 
acceptable, conform with generally accepted accounting practices, provide 
uniformity of treatment for like cost elements, be appUed consistently, and 
produce equitable results, A previously acceptable method shall be subject 
to reconsideraticm when: 

(i) aiy si4>stantial difference occurs between the cost patterns 
of work under the contract and other work of the contrac- 
tor} or 

(ii) any significant change occurs in the nattire of the business, 
the extent of subcontracting, fixed asset in?)rovement 
programs, the inventories, the volume of sales, the 
volume of production, manufacturing processes, the con- 
tractor's laroducts, or other relevant circumstances. 

Individual categories of indirect cost are discussed in ASPR 15J-203.2 through 
15-203.5. 

(c) The base period for allocation of indirect costs is the period 
during \rtiich such costs are incurred and accumulated for distribution to work 
performed in that period. The base period shall be representative of the 
period of contract performance and shall be sufficiently long to avoid in- 
equities in the allocation of costs, but normally no longer than a year. 
When the contract is performed over an extended period of time, as many such 
base periods will be used as will be required to represent the period of 
contract performance. 

15-203.2 Indirect Mftm^facturing and Production Costs . Indirect manufac- 
iurlng and production costs consist of item of cost irtiich are attributable 
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to the manufacturing and productive process as a whole. Allocation of indirect 
manufacturing and production costs on a time basis, such as direct labor man- 
hours or machine-hours, is a method which generally produces accuracy and 
equxty. Other acceptable methods of allocation, in appropriate circumstances, 
include direct labor dollars (exclusive of premiums for overtime, extra-pay 
shift, and multi-shift work) units processed, and prime costs of units 
processed, DepartmentalizaUon or the establishment of cost centers may be 
necessary in order to allocate the indirect costs equitably. Factors to be 
considered in determining the necessity for departmentalization or establish- 
ment of cost centers include variety of products, complexity of processes, 
and relative labor and facility requirements for the various products. 

15-203.3 3jfidirect Engineering Costs . Indirect engineering costs include such 
xtems as costs of engineering supervision, engineering administration, and 
engineering supplies. Direct engineering activities from which indirect en- 
gineering costs may arise m^ include product design, tool design, ea^perimental 
development, manufacturing and production development, layout of production 
lines, determination of machine methods, and related blueprinting and drafting. 
Indirect engineering costs shall be allocated to the benefited contract and 
other work of the contractor (see ASHl l5-20U.2(v)(U)) on the basis of direct 
engineering man-hours expended, direct engineering labor dollars (exclusive of 
premiums for overtime, extra-p^ shift, and mwlti-shift work), or some other 
equitable basis. 

1$-203.1<. Selling and Distribution Costs . Selling and distribution costs arise 
through marketing the contractor' s products and include the costs of sales 
promotion, advertising, distribution, and other related activities. Generally, 
such costs are not allowable as a charge to Government cost-reimbursement type 
contracts (but see ASPR l5-20U.2(b)). However, subject to the other provisions 
of this Part, costs in this category, including supervisory and clerical costs, 
which relate to technical, consulting and other beneficial services, and which 
are for purposes such as application and adaptation of the contractor' s pro- 
ducts, rather than pure se lling , are allowable if a reasonable benefit to 
Government contracts is demonstrated. Such costs shall be allocated to the 
contractor' s commercial work and its individ'Kil Government contracts on an 
equitable basic. Because of the special problems that arise j.n this area, the 
contractor shoiad identify in its records, lay means of sub-accounts or otherwise 
the items of selling and distribution cost considered properly allocable to 
Government contracts. 

15-203.5 General and Adm in istrative Costs . General and administrative costs 
consist of items of cost attributable to the over-all management, supervision, 
and conduct of the business. Such costs shall be allocated to all work of 
the contractor, using any recognized method of allocation if equitable results 
are thereby obtained. Methods acceptable where the circumstances are appro- 
priate include allocation on such basis as: 

(i) allocation of general and administrative costs on a total cost 
incurred basis (exclusive of goieral and administrative costs); 

(ii) processing costs (direct labor, factory overhead, and other 
factory production costs exclusive of direct materials); 

(iii) factory input coats (processing coats plus direct material); 
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(iv) Available to all employees of the contractor or to 
all employees within a groxip or salaiy classifica- 
tion which is not unreasonably restricted. 

(▼) Allowable as an ordinary or necessaxy business ex- 
pense for tax purposes* 

(vi) Not restricted to officer or other employee stock- 
holders or are not distributed on the basis of stock- 
holdings # 

(5) Profit Sharing Plans^ 

(i) As used herein profit sharing is construed to be any 
plan (immediate or deferred-regardless of method of 
payment or participation )which includes, in whole or 
in part, a formal sharing of profits or is in any 
manner measured by dependent upon or contingent upon 
profit. 

(ii) The cost of profit-sharing plans shall be treated as 
follows: 

(A) COTipensation payable under immediate distribution 
plans is allowable if the plans meet the criteria 
set forth in (U) above. 

(B) Employer contributions incurred under deferred 
distribution profit-sharing plans other than 
pension plans (see (q) below) are allowable costs 
if the plans meet the requirements of the applic- 
able provisions of the Internal Revenue Code and 
the regulations of the Internal Revenue.Service* 

(6) Stock Bon\is Plans . Stock bonuses which are not disallowed 
by the provisif>ns of (5; above are acceptable as a fora of compensation, and 
the costs thereof are allowable subject to all conditions pertinent under sub- 
paragraph ih) above and meet the following requirements: 

(i) The valuation placed on the stock for the purpose of 
calculating such cost must be computed on a soxmd 
basis. 

(ii) In the case of unlisted stock having no current market, 
the contractor must demonstrate the values ascribed 
thereto are fair and reasonable. 

(iii) Bonuses paid in the form of previously unissued stock 
of an affiliate will not ordinarily be allowed unless 
it can be demonstrated that there exists a bona fide 
aims-length agreement and the values ascribed to such 
stock are fair and reasonable. 
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(iv) Claims for accznials of compensation \inder a stock 
bonus arrangement prior to acqtiisitlon of stock by 
employees will not be allowable unless arrangements 
are made for appropriate credit adjustment of costs 
in the event such stock is not acquired by employees* 

(7) The deteiYidnation of allowability of the cost of pension 
plans, training and education, overtime, extra pay and multi-shift premiums 
and other fringe benefits will be in accordance with paragraphs (q), (bb), 
(o), and (i) respectively • 

(e) Contributions and Donations > Reasonable contributions and 
donations to established non-profit charitable, scientific, educational and 
civil defense organizations are allowable provided they (i) may reasonably be 
expected to result in future benefits to the contractor through advancing, 
directly or indirectly, the technology of his indtistiy or increasing the supply 
of trained manpower available to it, (ii) are in lieu of the cost of similar 
facilities which the contractor would have to provide, such as employee medical 
or recreational facilities, or (iii) are eaqpected of the contractor by the 
community and it can reasonably be expected that the prestige of the contractor 
in the community would suffer through the lack of such contributions* 

The propriety of the amoimt of particular contributions and the 
aggregate thereof for each fiscal period must ordinarily be judged in the light 
of the pattern of past c ait ribut ions, particularly those made prior to the 
placing of Government contracts o The amount of each allowable contribution 
must be deductible for purposes of Federal inccme tax, but this condition 
does not, in itself, justify allowability as a contract cost. 

(f ) Depreciation * (1) Depreciation is a charge to current opera- 
tions which distributes the cost of a tangible capital asset, less estimated 
residual value, over the estimated useful life of the asset in a systematic 
and logical manner* It does not involve a process of valuation* Useful life 
has reference to the prospective period of economic usefulness in the particu- 
lar contractor's operations as distinguished from physical life* 

(2) Depreciation on a contractor's plant, equipment, and other 
capital facilities is an allowable element of contract cost; provided that the 
amount thereof is computed: 

(i) upon the property cost basis used by the contractor for 
Federal inccme tax purposes (see Section 16? of the 
Internal Revenue Code of 195U); or 

(ii) in the case of nonprofit or tax-exempt organizations, 
upon a property cost basis which could have been used 
ty the contractor for Federal inccme tax pxirposes 
had such organizations been siibject to the payment 
of income tax; and in either case 

(iii) by the consistent application to the assets concerned 
of axqr generally accepted accounting method, including 
those recognized by Section 167 of the Internal 
Revenue Code of 195U* 
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Depreciation should usually be allocated to the contract and other woxic as 
an indirect cost* The amount of depreciation allowed in ajny accounting 
period may, consistent with the basic objectives set forth in (1) above, 
vaiy Mrxth volume of production or use of multi-shift operations • 

(3) Where a contractor has received a detennination of "true 
depreciation" from an Baergency Facilities Depreciation Board relating to 
an emergency facility covered by a certificate of necessity, it may elect 
to use either normal or "true" depreciation* However, the method elected 
must be followed consistently throughout the life of the emergency facility. 
Vlhere an election is made to use noxmal depreciation, the amount thereof 
shall be ccxnputed in accordance with (2) above o Where an election is made 
to use "true depreciation," the amount allowable as depreciation: 

(i) with respect to the emergency period (5 years), 

shall be computed in accordance with the deterrnina- 
tion of the Emergency Facilities Depreciation 
Board; and 

(ii) after the end of the emergency period, shall be 

computed by distributing the remaining undepreciated 
portion of the cost of the emergency facility over 
the balance of its useful life (but see (li) below); 
provided the remaining undepreciated portion of 
such cost shall not include aisy amount of iinrecovered 
"true depreciation." 

(U) Depreciation on idle or excess facilities shall not be 
allowed except on such facilities as are reasonably necessary for current 
and immediately prospective production. 

(5) Unless otheiTwise provided for in the contract, no use 
charge shall be allowed for assets still in use which have been fully de«- 
preciated on the contractor's books or acquired without cost. Use charges 
for assets not fully depreciated on the contractor's books are unallowable « 

(g) Employee Morale, Health, and Welfare Costs and Credits ^ 
Reasonable costs of health and welfare activities, such as house publica«- 
tions, health or firsts-aid clinics, and employee counselling services, 
incurred, in accordance with the contractor' s established practice or 
custom in the industzy or area, for the improvement of working conditions, 
emplcyer-employee relations, employee morale, and employee performance, are 
allowable e Such costs shall be equitably allocated to all work of the 
contractor. Income generated from any of these activities shall be 
credited to the costs thereof unless such income has been irrevocably 
set over to employee welfare organizations. 
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Food Servic e Costs and Credits . Food services inclTwie 
i^f^nl f'^?'^^ racilities for cafeterias, dining rooms, canteen:^ 
t^So^?! ^« services foJ the co^ • 

I employees at the contractor's facilities or facilities controlled - 
ty the contractor. Profits (except profits irrevocably set over to an - 

uSuf^nr^K J?*' °^ contractor in amounts reasonably 

useful for the benefit of the employees at the site or sites of conSact 
^^f! T!u ^''^"^ ^he contractor frcm the operation of these ser- 
vices, whether operated by the contractor or ty a concessionaire, shall be 
/® ^ allocated, to all activities served. Reasonable 

xosses fn^m operation of such services are allowable when it is the policy 
hiZ contractor to operate such services at a profit or at cost} provided, 
1^^"*^ 14 ^"^h losses are allocated to all activities served. When it 
IS the policy of the contractor to furnish such services at a loss, losses 

??d:r?o?trs;."cSSic?r " * '^-^"^ 

A JHu fringe Benefits. Fringe benefits are allowances and services 
provided by the contractor to its employees as cmpensation in addition tn 
regular wages and salaries. Costs of fringe benefits, such as pay for 
vacations, holidays, sick leave, military leave, and en9>l«yee insurance, 
«r«n i^^, ^'^^"i required by law, employer-employee agreement, 

or an estabUshed policy of the contractor (but see (d) above^ and (j)(3)(v). 
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( j) Insurance and Indemnification > 



(1) Insiirance includes (i) those types of insurance lAiich the con- 
tractor is required to carry under the terms of the contract, or by specific 
instruction of an authorized representative of the Government, and (ii) aiy 
other insurance for which the contractor seeks reimbursement under the contract • 
Indemnification includes securing the contractor against liabilities to third 
persons not compensated tgr insurance or otherwise. 

(2) Costs of insurance required or approved, and maintained, pursuant 
to the contract, are allowable. 

(3) Costs of other insurance, not required to be submitted for approval 
but maintained by the contractor in connection with the performance of the con- 
tract, are allowable subject to the following limitations: 

(i) types and extent of coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circumstances; 

(ii) costs allowed for use and occupancy insurance shall be 
limited to exclude coverage of profit, interest. Federal 
income taxes, and other items of cost unallowable under 
this Part; 

(iii) costs of insurance or any reserve covering the risk of 

loss of or damage to Government-owned property are unallow- 
able except to the extent that the Government shall have 
approved or required such insxirance or reserve; 

(iv) costs of providing a reserve for a self -insurance program 
are unallowable unless the program has been approved by 
the Military Department concerned; and 

(v) costs of insurance on the lives of officers, partners, or 
proprietors, are unallowable except where such insurance 
is part of an extsployee plan which is not unduly restricted. 

The Government is obligated to indemnify the contractor only to the 
extent expressly provided for in the contract. Therefore, except as otherwise 
expressly provided for in the contract, actual losses not reimbursed by insurance 
(through an approved self -insurance program or otherwise) are unallowable. 

(k) Labor Relations Costs > Costs incurred in maintaining satisfactory rela- 
tions between the contractor and its employees, including costs of shop stewards, 
labor management committees, enployee publications, and other related activities 
are allowable. 
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(1) Maintenance and Repair Costs , 



(1) Costs, necessary for the upkeep of property (including Government 
property unless otherwise provided for) , which neither add to the permanent value 
of the property nor appreciably prolong its intended life, but keep it in an 
efficient operating condition, are allowable (but see ASPR l5-20U.3(d)) . Expendi- 
tures for plant and equipment which, according to generally accepted accounting 
principles, should be capitalized and subjected to depreciation are allowable 
only on a depreciation basis. 

(2) Costs of maintenance and repair, viiich are delayed from a period 
prior to the contract for some reason such as abnormal operating conditions or 
lack of funds and are performed during the contract period, are unallowable unless 
specifically provided for in the contract. Likewise, the estimated cost of main- 
tenance and repair normally required but not accomplished during the period of 
the contract are unallowable unless specifically provided for in the contract. 

(m) Manufacturing and Production Engineering Costs . Costs of manufacturing 
and production engineering, including engineering activities in connection with: 

(i) current manufacturing processes such as motion and time study, 
methods analysis, job analysis, and tool design and iinprove- 
mentj and 

(ii) current production problems, such as materials analysis for 
production suitability and component design for purposes 
of simplifying production? 

are allowable. 

(n) Material Costs . 

(1) Costs of direct and indirect material, and collateral items such as 
inbound transportation and intransit insurance, are allowable, subject, however, 
to (2) through (6) below. In computing costs of material, consideration will be 
given to reasonable overruns, spoilage, and defective work (for correction of 
defective work, see the provisions of the contract relating to inspection and to 
correction of defective work). 

(2) Costs of material shall be suitably adjusted for applicable portions 
of income and other credits, including available trade discounts, refunds, 
rebates, allowances, and cash discounts, and credits for scrap and salvage and 
material returned to vendors. Such income and other credits shall either be 
credited directly to cost of the material involved or be allocated (as credits) 
to indirect costs. However, where the contractor can demonstrate that failure to 
take cash discounts was due to circumstances beyond its control, such lost dis- 
counts need not be so credited. 

(3) When material is purchased specifically for and identifiable solely 
with performance under a contract, the actual purchase cost thereof should be 
charged to that contract. 
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of prici^Uch'"StSSl^^f««!^^ generaUiy recogni^ method 

and the ?es2u T^^^ "e ISS^I ConaiBtently applied 

periodic ^pLSSrSiLSj^^"^^ ^ * dlffex^nce between 

5 included £ SrSSf!?^th!^^^^^J and related material control reconis shall 
(i) do not in^lSe ^iS+iL^ 5°^* 5 perfomance if such charges or credits 
period T^^fl'^olT^^roLVJl^^^^ '''^^'-^ 

divisionif^o?^%*^a^.::L'S''u^err:" °f transferred between plants, 

the extent ^ > ™der common control, shall be allowable only ti 

(i) the cost to the transferor; or 
regularly manufactured and sold^ I nS s^ t ln^^i,.^ It T °^ 

such prmlm^ shSl^ be to'tw Sf" ^ ' -U»tributio„ of o™rhe.d, 

no„-2overS^t „oJf Je?Sg |o^i^e't?r^rfo^ J"*' 
(li) the factor, »hich'Jlc:s™Se tocl^e^f^tL'^Setr*"^' 
portion of overtime, extra-nav «h^f+ oZi^f? °osts. The premium 

employees is aU^lef I? rTasl^le ^d"^ lif J"^^"*" ^^^^^^ 1*°^ 
commercial as well as Goi;rSnSk: ^^^^ted on a pro rata basis to 
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to make such mention SSSuJif Lf J??*'^,**** ^ necessary 
tion of the contracttoglJS^««sII authorizal 
patent costs, in c^mS?tion wUh PJ^lag/ocuiDMrts, and any other 

is conveyed to the Oo^^'l^^t^^^^f isT^V^t^%''^l^^^^^ 



(q) Pension Plans. 



contract^i^JiSSn? to^iJ^; "^ff ,^ established and maintained hy a 
deteminablf^^HL VSrfliT**^*^^*^^ definitely 
after retiremenriSchVJJaS'^^SJ^^^^ -^-^V ^or Jife, 

or survivorship benefits ineld*.^i^^i^! disability, wxthdrawal, insurance. 
Such benefits,'^generaiS,l^fm«LS'^^ ''S^**'*^ ^ P*"^^^" benefits, 

of service and eompensSior^o«?v^^^^i: ^ ^^^^^ ^ years 

amount of pensionT^^?its aJJ Si IJ? J'-PK^ees. The determination of the 
not dependLt Jpon prof S Li^^Jf ^^^''^JT,^ benefits are 

arising from f o?f eitSes o^ t^Jf^J? definitely detenninable if funds 

to pro?ide^SSerSene??ts J^Si " ^ 

used to reduce ?h^ l^SfoJ i«L.^,!+r'^ ^^^^ °^ being 

provide beneJJtf Jor^^L^feror iSe^^^^^ en^loyer. A plan designS^to 

or over a period of yeS SJer JeJ^SrSiS^S"' ^J^^ retirement 

under the plan, either tL hAnl^ffe ^ considered a pension plan if, 

tributions brthfconLicto^^^^^ ST^^! ^^'^ ''^^^jree or the required co^- 
which are baLd on pJoJu^^^ actuarially (Retirement plans 

within this paragraph U).). ^ considered to be pension plans 

the meth^^o?retSjSa?J^n^? tKSs^JherlSfs'hS^'H^^?' ^^'^'^ ^ 
the Department to which audit thereof shall be the responsibility of 

by that Department S^L generSS r^^^ taken 
plans must meet the quaiifSation ^eo^i-mfS^! ^ the other Departments. Such 
internal Revenue Code^ 195r(r T ST I^Jh P^^^^^^^^ by Section UOl of the 
Prior to approval of such plans Av th! ' • Stat. 13U). 

Revenue Se^ce shSl'^oS^^S^ii^^^^TS^ ^^"'^^^ ^'^^^"^^ 

(i) contractors who are subject to Federal income tax, and 

(ii) no^rofit or tax-exempt contractors who have submitted 
their plans for approval by Internal Revenue Semce; 

JprihraSoTancI t/lTe lls^^^HT. p'SnT tt^^ ^ 
the case of all other plans eo«ni<L!^ .4^^!?^ ^ Department concerned. In 
Section kOl of thfSte^'R^Se^^L ^^^95^ J'^JT ^^^^^^^^ of 

nizant Department using, insofar annlirfKi! ^® detemined by the cog- 

standards Of the inter^^a S?;Se1e^ii? ^ regulations, criteria, 

DepartmeS co^S'tSi:"^ S^SjoSS: s^S^S^'JlW?? ^S^'^^ '^^""^ 

aj-Lowaoxe subject to the following conditions: 
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(1) the re^^eraents of ASPR 15-201.2 shall be satisfied; 

(ii) such costs, including excess contributions (see Section 
UOU(a)(l)(D) of the Internal Revenue Code of 195U). shall 
not exceed — 

(A) the amount claimed and deductible for Federal income tax 
purposes in the current taxable period; or 

(B) in the case of nonprofit or tax-emen?>t organizations, the 
amount vhich could have been claimed and deducted for Fed- 
eral income tax purposes in the current taxable period had 
such organizations been subject to the payment of income tax; 

(iii) in cases where the Internal Revenue Service withdraws approval of 
a plan, an appropriate adjustment of contract costs shall be made 
for contributions which previously have been allocated to and 
allowed as contract costs and idiich — 

(A) are disallowed for tax purposes; or 

(B) in the case of nonprofit or tax-esempt organizations, could 
have been diaallowed for tax purposes had such organizations 
uoen subject to the ps^yment of income tax; and 

(iv) in deteiTOining the net pension plan costs allocable to military- 
contracts, and in addition to making appropriate adjustments 
for credits or gains arising out of normal employee turnover 
consideration shall be given, in accordance with (A) or (B) 
below, to possible future abnormal temination credits or gains 
which may arise with respect to individuals for whom pension plan 
costs have been or are being incurred by the contractor but whose 
employment will terminate before they acquire a vested right to 
the benefits tinder such plans — 

(A) when such abnormal termination credits or gains are fore- 
seeable and can be currently evaluated with reasonable 
accuracy, an equitable adjustment of current costs to give 
effect to such anticipated future credits or gains shall be 
made, either by reducing the current costs otherwise allo- 
cable, or by obtaining realistic recognition in the actuary's 
calculation of current costs, so that the current costs do, 
in fact, reflect the reduction for the abnormal termination 
credits or gains which are anticipated; and such adjustment 
shall be reflected in the contract, in an amendment thereto, 
or in some other writing binding on the Government and the 
contractor J or 
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(B) when 6Uoh abnormal termination oredlts or gains, 
whether or not foreseeable — 

(l) cannot be oiorrently evaluated with reasonable 
aooxiraoy; or 

(II) have not been the subject of adjustment imder (A) 
above; 

pension plan costs incurred under the contract shall be 
subject to retrospective accounting and any necessary 
adjustment for such subsequent termination credits or 
gains unless the Government and the contractor agree upon 
a method of determining such adjustment, or agree upon 
an equitable adjustment; any such agreement shall be 
reflected in the contract, in an amendment thereto, or 
in a separate agreement binding on the Government and 
the contractor • 

(4) The allowability of costs of Itimp B\m purchases of annuities 
or of lump sum cash payments or periodic cash payoients made to provide pension 
benefits for retiring or retired employees other than such costs incurred under 
approved pension plans shall be subject to consideration on an individual case 
basis o 

(r) Plant Protection Costs ♦ Costs of items such as wages, uniforms 
and equipment of personnel engaged in plant protection; depreciation on plant 
protection capital assets; and necessary expenses to comply with military 
security requirements are allowable^ 

(s) Professional Service Costs Legal, Accounting, Engineering, and 
Other > 

(1) Costs of professional services rendered by the members of a 
particular profession who btb not employees of the contractor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery of the oosts from the Govern- 
ment (but see ASPR 15-204o3(f ))• 

(2) Paotors to be considered in determining the allowability of 
costs in a particular case include: 

(i) the past pattern of such oosts, particularly in the years 
prior to the award of Goverment contracts; 

(ii) the Impact of Government contracts on the contractor's 
business; 

(iii) the natxure and scope of managerial services expected of 
the contractor's own organizations; and 
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(iv) whether the proportion of GoTrernment work to the oon- 

tractor's total buslnass is such as to Izifluence the oon- 
tractor in favor of iiourriag the cost, particularly where 
the serTices rendered are not a continuing nature and 
have little relationship to work under Government contracts • 

Retainer fees to be allowable must be reasonably supported by evidence of 
services rendered* 

(3) Costs of legal, accounting, and consulting services, and related 
costs, inoiurred in connection with organization and reorganization, defense of 
anti-» trust suits, and the prosecution of claims against the Government, are 
vinallowable. Costs of legal, accounting, and consulting services, and related 
costs, incurred in connection with patent infringement litigation, are unal- 
lowable unless otherwise provided for in the contract* 

(t) Reoruiting Costs* Costs of "help wanted" advertising, operating 
costs of an employment office necessary to secure and maintain an adequate 
labor force, costs of operating an aptitude and educational testing program, 
travel costs of employees while engaged in reoruiting personnel, and travel 
costs of applicants for interviews for prospective employment are allowable* 
Where the contractor uses employment agencies, costs not in excess of standardc 
commercial rates for such services are also allowable* Costs of special benefits 
or emoluments offered to prospective employees beyond the standard practices in 
the industry are unallowable* 

(u) Rental Costs (Including Sale and Leaseback of Facilities ) • 

(1) Rental costs of land, buildings, and equipment and other persowl 
property are allowable if the rates are reasonable in light of such factors . 
as the type, life expectancy, condition, and value of the facilities leased, 
options available, eind other provisions of the rental agreement* 

(2) Charges in the nature of rent between plants, divisions, or 
organizations under common control are unallowable except to the extent such 
charges do not exceed the normal costs of ownership^ such as depreciation^ 
taxes, insuranoe, and maintenance; provided that no part of such costs shall 
duplicate any other allowed costs* 

(3) Unless otherwise specifically provided in the contract, rental 
costs specified in sale and leaseback agreements, incurred by contractors 
through selling plant facilities to investment organizations, such as insurance 
companies, or to private investors ^ and ooncurrently leading back the same 
facilities 9 are allowable only to the extent that such rentals do not exceed 
normal costs, such as depreoiation, taxes, insuranoe, and maintenance, borne 
by the lessor, which would have been incurred had the contractor retained legal 
title to the facilities* 

(v) Resecuroh and Developnent Costs * 

(1) Reseeirch and development costs (sometimes referred to as general 
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engineering costs) are divided into tiro major categories « for the purpose of 
oontraot costing i (l) general researoh, also referred to as basic research^ 
fundamental research^ pure research^ and blue-^sky research; and (ii) related 
research or development ^ also referred to as applied research, product research, 
and product line research* 

(2) General research is that type of research which is directed 
tcfward increase of knowledge in science. In s\xoh research, the primary aim of 
the investigator is a \uller knowledge or understanding of the subject under 
study, rather than a pj-aotical application thereof • Costs of independent 
general research (that which is noc sponsored by a contract, grant, or other 
arrangement) are allowable to the extent specifically provided in the contract. 

(3) Related research is that type of research which is directed toward 
practical application of science. Development is the oystematic use of scientific 
knowledge directed toward the production of useful materials, devices, methods, 

or processes, exclusirs of design, manufacturing, and proavction engineering 
(see (m) above). Coetj of a conva actor ^s indepandent re?, at 3d rep^aroh and 
development (that whioh is not sponsored '*yy a oontraot:, grmt, or other arrange* 
ment) are allowable under ejiy cost^reimbursement typs production contract; pro- 
vided the research and development are related to the contract product line and 
the costs are allocated to all production work of the contractor on the contract 
product line; and provided further that the contractor discloses to the (xovem- 
ment the purposes and results of the research and development. Such costs are 
\mallowable un'i'er co^v-reir-biirsement typ^? research eri developaient contracts. 

(4) Independent research and development projects shall absorb their 
appropriate share of the indirect costs of the department where the work is 
performed. 

(6) Research and development costs (including amoiints capitalized), 
regardless of their nature, which were Incurred in accounting periods prior 
to the award of a particular contract, shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR 16»204.3(k)). 

(w) Royalties and Other Costs for Use of Patents . Royalties on a patent 
or invention, or amortization of the cost of acquiring a patent or invention 
or rights thereto, nocessatry for the proper performance of the contract and 
applicable to contract products or processes, are allowable to the extent 
expressly set forth in the oontraot or otherwise authorized by the contracting 
officer; provided that where the Government has a license or the right to free 
use of the patent or invention such costs are unallowable; and provided further 
that where the patent has been adjudicated to be invalid such costs incurred 
thereafter are unallowable^ 

(x) Severance Pay^ 

(1) Severance pay, also commonly referred to as dismissal wages,: 
is a payment in addition to regular salaries and wage.:, by contractors to 
workers whose employment is being terminated. Costs of severance pay are 
allowable only to the extent that, in each case, it is required by (i) law, 
(ii) employer-employee agreement; (iii) established policy that constitutes, 
in effect, an implied agreement on the contractor's part, or (iv) circumstances 
of the particular employment* 
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(2) Cos^s f^f sevoieL^ce peyiiient^ bt^ di-?id>d ixrbo Wc oategories as 

follc?7s: 

(i) aotur.l normal tuimoTer seTeranos payments shall be 
allocated to all v;ork performed in tha contractor's 
piano; or, where the contractor provides for aooiual 
of pay for normal severanoe such method will be 
aooeptabla if the soacimt of the accrual is reasonable in 
light of payments actually made for normal severances 
over a representative past period^ and if amounts accrued 
are allocated to all work performed in the contractor's 
plant; and 

(ii) abnormal or mass severance payments actually made upon 
cessation of work when there is no reasonable prospect 

continuing employment on other work of the contx*&Cuor 
s" all 09 assipaed to tlie :jntire t^erici cf the employment 
or the tenuiudted emr^loyeds and equita'^ly t.l\coated to 
ail wcrk performed jX. the contractor's pl^nt during that 
periods A rese^rvaticn in the final release aay be made 
when it is reasonable to assume that severance psy allocable 
to the contract will be mads in the future. 

(y) Spooial Tooling Costa # The tvirm "special -oolini?^ means property of 
saciA specialized nature thac its use, i^xthout eubs^Jistial modification cr altera- 
tion, is limited to the produoxlon of the particuTai? supj lies or the performance 
of the particular Pervic^es for which aoq-^d.r©d or fumishedo It includes, but 
is not limited to, jigs., dies, fixtures, molds, patterns 9 special taps, special 
gauges, and special test equipaent^ Costs of apse ial tooling acquired for 
performance of the contract are alla.rable and shall be charged directly thereto • 

(z) Taxes • 

(1) Taxes are charges levied by Federal, State, or local goverzmients# 
They do net include fines a:id penalties except as ctherwise provided herein«^ 
In general, taxes (including State and local income taxes) which the contractor 
is required to pey end which su-e paid or accrued in accordance with generally 
t *r-'-d t ' .^ov •-»-:■ principles are allowable, except for: 

(i) Federal inccm« fend excess profits taxes: 

(il) taxes in connaotion with financing, refinancing or refunding 
operations (see ASPfi 15-.E04»5(f ))^ 

(iii) ta::es from tirhich exemptions are available to tho contractor 
directly cr svailable to the contractor based on an exemption 
afforded the troverrmert except when the contracting officer 
determines that the adiainistrative burden incident to ob- 
tajjiing the exemption outweighs the corresponding benefits 
accruing to the Government; and 
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(iv) special assessments on land whioh represent capital im- 
provements© 

(2) Taxes otherwise allowable under (l) above ^ but which may be 
illegally or erroneously assessed, are allcjwable; provided that the contractor 
prior to payment of such taxes: 

(i) promptly requests instructions from the contracting officer 
concerning such taxes; and 

(ii) takes all action directed by the contracting officer, including 
cooperation with and for the benefit of the Government, to 
(A) determine the legality of such assessment or, (B) secxire 
a refund of such taxes. 

Reasonable cost of any such action undertaken by the contractor at the direction 
of the contracting officer are allowable. Interest and penalties incurred by 
a contractor by reason of the nonpayment of any tax at the direction of the 
contracting officer or by reason of the failure of the contracting officer to 
assure timely direction after prompt request therefor, are alsa allowable. 

(3) Any refund of taxes, interest, or penalties, and any payment to 
the contractor of interest thereon, attributable to taxes, interest, or nenalties 
which were allowed as contract costs, shall be credited or paid to the Government 
in the manner directed by the Government, provided any interest actually paid 

or credited to a contractor incident to a refund of tax, interest and penalty 
shall be paid or credited to the Government only to the extent that such interest 
accrued over the period during which the contractor had been reimbursed by the 
Government for the taxes, interest, and penalties© 

(^^) Trade, Business^ Technical, and Professional Activity Costs© 

(1) Memberships © Costs of membership in trade, business, technical, 
and professional organizations are allcwable© 

(2) Subscriptions © Costs of subscriptions to trade, business, pro- 
fessional, and technical periodicals are allowable. 

^^^eetingjs and Conferences © Costs of meals, transportation, rental 
of facilities for meetings, and costs incidental thereto, when the primary 
purpose of the incurrence of such costs is the dissemination of technical in- 
formation or the stimulation of production, are allowable© 

(tlD) Training; and Educational Costs > 

(l) Costs of preparation and maintenance of a program of instruction 
at nonoollege level, designed to increase the vocational effectiveness of bona 
fido employees, including training materials, textbooks, salaries or wages of 
trainees during regular working hours, and 

(i) salaries of the director of training and staff when the 
training program is conducted by the contractor; or 
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(ll) tuition and fees when the training is in an institution 
not operated by the contractor; 

are allowable • 

(2) Costs of part-time technical, engineering and scientific education, 
at an under- graduate or post-grad\iate college level, related to the job require- 
ments of bona fide employees, including only: 

(i) training materials; 

(ii) textbooks; 

(iii) fees charged by the educational institution; 

(ir) tuition charged by the educational institution, or in 
lieu of tuition, instructors * salaries and the related 
share of indirect cost of the educational institution^ 
to the extent that the siorn thereof is not in excess of 
the tuition which would have been paid to the participating 
educational institutloni ^nnd 

(t) straight^time compensation of each employee for time spent 
attending classes during working hours not in exoess of 
156 hours per year where circtaastanoes do not permit the 
operation of classes or attendance at classes after 
regular working hours; 



are allowable o 

(3) Costs of tuition, fees, training materials and textbooks (but not 
subsistence, salary, or any other emoluments) in ooimection with full-time 
scientific and engineering education at a post-graduate (but not under-graduate) 
college level related to the job requirements of bona fide employees for a 
total period not to exceed one school yesir for each employee so trained, are 
allowable • In unusual cases where required by military technology, the period 
may be extended* 

(4) Maintenance expense, and normal depreciation or fair rental, 
on facilities owned or leased by the contractor for training purposes are 
allowable to the extent set forth in (l), (f) and (u) above, respectively© 

(5) Grants to educational or training institutions, including the 
donation of facilities or other properties, scholarships or fellowships, are 
considered contributions (see (e) above) • 

(co) Transportation Costs » Transportation costs include freight, express, 
cartage, and postage charges relating either to goods purchased, in process, 
or delivered* ^%en such costs can readily be identified with the items in-> 
volved, they may be direct costed as transportation costs or added to the 
cost of such items (see (n) above )# TThere identification with the materials 
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received cannot readily be made« inbovind transportation costs may be charged to* 
the appropriate indirect cost accounts if the contractor follows a consistent 
equitable procedure in this respect. Outbound freight, if reimbursable mder 
the terms of the contract, should be treated as a direct cost* 

(dd) Travel Costso 

(1) Travel costs include costs of transportation, lodging, subsistence, 
and incidental expenses, incurred by contractor personnel in a travel status 
while on official company businesse 

(2) Travel costs incurred in the normal course of over-all adminis- 
tration of the business and applicable to the entire business are allovrablee 
Such costs shall be equitably allocated to all work of the contractor* 
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(3) Subsistence and lodging, indiiding tips or similar incidental 
costs, are allowable either on an actual or per diem basis* The basis 
selected shall be consistently follotro d. 

(U) Costs of personnel movement of a special or mass natiire are 
allowable only when authorized or approved in writing by the contracting 
officer. 

(ee) General * 

(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholders' meetings, proxy solicitations, preparation and publication 

of reports to shareholders, preparation and submission of required reports 
and forms to taxing and other regulatory bodies, and incidental costs of 
directors and committee meetings are allowable* Such costs shall be 
equitably allocated to all work of the contractor* 

(2) Certain costs discussed in ASPR l$-20li*3 are allowable if 
escpressly provided for in the contract, or, in seme cases, if approved 
in writing by the contracting officer. See for example: 

(i) ASPR l5-20U.3(e) 

(ii) ASFR l5-20U*3(i) 

(HI) ASPR l?-.20U*3(k) 

l$-20Uc3 Ifaallowable Co&tS c 

(a) Bad Debts . Bad debts, including losses (whether actual or esti- 
mated) arising from uncollectible customers' accounts and other claims, 
related collection costs.) and related legal costs are unallowable* 

(b) Contingency Reserves . Contingency reserves, created and main- 
tained to provide for events the occurrence of vdiich cannot be foretold 
with certainty as to time, intensity, or even with an assurance of theix 
happening, ai-e unallowable. (For self -insurance programs, see aSER 
l5-20U.2(j)). 

(c) Entertainment Costs . Costs of amusement, diversion, social 
activities, and incidental costs relating thereto, such as meals, lodging, 
rentals, transportation, and gratuities, are unallowable (but see ASPR 
l5-20U*2(g),(i), and (aa)). 
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(d) Excess Facility Costs > Costs of maintaining, repairing, and housing 
idle and excess contractor-owned facilities, except those reasonably neces- 
sary for current and immediately prospective production purposes, are 
unallowable* The costs of excess plant capacity reserved for defense mobili- 
zation production shall be the subject of a separate contract. 

(e) Fines and Penalties . Costs res\ilting from violations of, or failure 
of the contractor to comply with. Federal, State, and local laws and regu- 
lations are unallowable except when incurred as a result of compliance 

with specific provisions of the contract, or instructions in writing from the 
contracting officer, 

(f) Interest and Other Financial Costs . Interest (however represented), 
bond discoTints, costs of financing and refinancing operations, legal and 
professional fees paid in connection with the preparation of the prospectus, 
costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing au- 
thorities under the conditions set forth in ASPR l$-20U#2(z) (but see ASPR 
l5-20l;.2(ee)(l)). 

(g) Losses on Other Contracts # An excess of costs over income under 
any other contract (including the contractor's contributed portion under 
cost-sharing contracts), whether such other contract is of a supply, research 
and development, or other nature, is unallowable as a cost of performance 

of the Government contract. 

(h) Organization Costs . Ejcpenditures, such as incorporation fees, 
attorney's fees, acco\mtants fees, brokers fees, fees to promoters and 
organizers, in connection with (i) organization or reorganization of a business, 
or (ii) raising capital, are unallowable (see (f) above). 

(i) Precontract Costs . Precontract costs are those which are incurred 
prior to the effective date of the contract and which would have been allowable 
thereunder if incurred after such date. Such costs are unallowable unless 
specifically set forth and identified in the contract. 

(J) Profits and Losses on Disposition of Plant, Eqxiipment, or Other 
Capital Assets. Profits or losses of any natvire arising from the sale or 
exchange of plant, equipment, or other capital assets, including sale or 
exchange of either short or long term investments, shall be excluded in 
computing contract costs (but see ASPR l5-20U.2(f )(2) as to basis for de- 
preciation) . 

(k) Reconversion Costs # Reconversion costs are those incurred in the 
restoration or rehabilitation of the contractor's facilities to approximately 
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the same physical arrangement and condition existing immediately prior 
to commencement of the military contract work and include the cost of 
removal of Government property^ Reconversion costs are unallowable 
except that the cost of removing Government property and the restoration 
or rehabilitation costs caused by such removal are allowable if specifically 
provided for in the contract. 

(1) General . 

(1) In addition, certain costs discussed in ASPR 1$-20U.2 are 
stated to be unallowable. See for example; 

(i) Advertising Costs, ASPR l5-20U#2(a), last sentence j 

(ii) Compensation for Personal Services, ASPR 15^20ii. 2 (d)(3) 

(iii) Depraeiation, ASPR l5-20li. 2 (f )(!;), and ($), last sentence; 

(fv) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR l5-20U.2(s)(3), first sentence; 

(v) Recru4,ting Costs, ASPR l5-20U.2(t), last sentence; 

(vi) Royalties and Other Costs for Use of Patents, ASPR 1$- 
20U.2(w), both provisos J and 

(vii) Taxes, ASPR l5-20U.2(z)(l)(i) through (tv). 

(2) Certain other costs discussed in ASPR 15-20U*2 are unallowable 
unless expressly provided for in the contract, or, in some cases, if author- 
ized or approved by the Government. See for exaii?5le: 

(i) Depreciation, ASPR 15-20U.2 (f)(5), first sentence; 

(ii) Food Service Costs and Credits, ASPR l5-20i;.2(h), last 
sentence; 

(iii) Insurance and Indemnification, ASPR l5-20U.2( j)(3)(iii) and 
(iv), and (4); 

(iv) Maintenance and Repair Costs, ASPR l5-20U.2(l)(2); 

(v) Overtime, Extra-Pay Shift, and Molti-Shift Premiums, 
ASPR l5-20U.2(o), second sentence; 
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(vi) Patent Costs, ASFR l5-20U.2(p), secoiid sentence; 

(vU) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR 15->20U«2(8)(3), last sent^cej 

(viii) Rental Costs (Including Sale and Leaseback of Facilities), 
ASPR lS-20U.2(tt)(3)} 

(ix) Royalties and Other Costs for Use of Patents, ASPR 15- 
20U.2(w)j 

(x) Taxes, ASFR l5-20lu2(z)(2); and 
(xL) Travel Costs, ASPR 15-201*. 2 (dd)(U). 
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Part 2 - Supply, Service, and Research and Develop- 
ment Contracts, with Organizations Having 
Commercial Type Accounting Systems 

15-200 Scope of Part, This Part sets forth principles and standards for 
the determination and allowance of costs in connection with cost-reimburse- 
ment type contracts and cost-reimbursement type subcontracts thereunder 
for procurement of supplies, services, and research and development work, 
with contractors or subcontractors having commercial type accounting 
systems. However, this Part does not apply to contracts for facilities, 
construction, or architect-engineer, services related to construction. It 
also does not apply to clauses in supply or service contracts which pro- 
vide for the furnishing of industrial facilities. 

15-201 Basic Considerations . 

15-201cl Composition of Total Cost. The total cost of a cost-reimbursement 
type contract is (i) the allowable direct costs, plus (ii) the allocable portion 
of allowa^ble indirect costs, less (iii) any applicable credits. 

15-201.2 Factors Affecting Allowability of Costs . Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) appli- 
cation of generally accepted accounting principles and practices, (iii) signifi- 
cant deviations from the establislied practices of the contractor which sub- 
stantially increase the contract costs., and (iv) any limitations set forth in 
this Part 2 or otherwise included in the contract as to types or amounts of 
cost items. 

15-201.3 Credits, The applicable portion of income, rebates, allowances, 
and other credits received by or accruing to the contractor which is related 
to any allowed cost shall be credited to the Government either as a reduc- 
tion in contract cost or by a cash refund, as appropriate. 

15-202 Direct Costs. 



15-202.1 General . Items of cost which are readily identifiable with (i) a 
contract, or (ii) other work of the contractor, should be charged directly 



to the contract or other work with which identified. This principle may be 
applied to items of cost such as freight, travel, communications, and engineer- 
ing services, as well as materials and productive labor, but when used must 
be applied consistently to all work of the contractor. When the accounting 
expense of direct costing of minor items would, exceed the .resulting benefits, 
individual items, which otherwise would be treated as direct costs, may be 
treated as indirect costs. Each element of direct cost is subject to the 
limitations of this Part as to allowability. 

15-202.2 Direct Material Costs , Direct material costs include the cost of 
raw materials, purchased items, and items supplied from stock, which are 
directly incorporated into or attached to the end product or which are directly 
consumed or expended in the performance of a contract. 

15-202.3 Direct Labor Costs . Direct labor costs include salaries and wages 
specifically identifiable with and properly chargeable directly to the per- 
formance of a contract or other work of the contractor. Average rates may 
be used where the contractor demonstrates that the results are equitable. 
Direct labor costs may also include other associated costs, such as payroll 
taxes and workmen's compensation insurance, where it is the established 
practice of the contractor to treat these items as a part of direct labor costs. 

15-202.4 Other Direct Costs, Other items of cost may, in particular cases, 
be charged directly to the contract where the contractor demonstrates that 
they are specifically related to the performance of the contract. When, 
however, items ordinarily chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar items applicable 
only to other work of the contractor must be eliminated from indirect costs 
allocated to the Government contract. 

15-203 Indirect Costs. 

15-203.1 General, (a) Items of cost which are incurred for common or 
joint objectives, and which are not readily subject to treatment as direct 
costs in accordance with ASPR 15-202, should be accumulated for accounting 
purposes by logical cost groupings and charged by a process of 
allocation. Each element of indirect cost is subject to the limitations of 
this Part as to allowability. 



(b) The method of allocation of indirect costs must be based on 

the particular circumstances involved. The objective should be the selec- 
tion of a method which will distribute the indirect costs in an equitable manner. 
The method used in connection with Government contracts shall, in order to 
be acceptable, conform with generally accepted accounting practices, be applied 
consistently, and produce equitable results. Any significant change in the 
nature of the business, the extent of subcontracting, fixed asset improvement 
programs, the volume of sales, the volume of production, manufacturing pro- 
cesses, the contractor's products, or other factors may require reconsidera- 
tion of the method previously used. Individual categories of indirect cost 
are discussed in ASPR 15-203.2 through 15-203.5. 

(c) The base period for allocation of indirect costs is the period during 
which such costs are incurred and accumulated for distribution to work per- 
formed in that period. The base period shall be representative of the period 
of contract performance and shall be sufficiently long to avoid inequities in 
the allocation of costs, but in no event longer than the contractor's fiscal 
year. When the contract is performed over an extended period of time, as 
many ^i^ch base periods will be used as will be required to represent the 
period of contract performance. 

15-203.2 Indirect Manufacturing and Production Costs. Indirect manufactur- 
ing and production costs consist of items "of cost which are attributable to 
the manufacturing and productive process as a whole. Allocation of indirect 
manufacturing and production costs on a time basis, such as direct Ubor man- 
hours or ma chine -hours, is a method which generally produces accuracy and 
equity. Other acceptable methods of allocation, in appropriate circumstances, 
include direct labor dollars (exclusive of premiums for overtime, extra- 
pay shift, and multi-shift, work) units processed, and prime costs of units 
processed. Departmentalization or the establishment of cost centers may 
be necessary in order to allocate the indirect costs equitably. Factors to 
be considered in determining the necessity for departmentalization or 
establishment of cost centers include variety of products, complexity of 
processes, and relative labor and facility requirements for the various 
products. 

15-203.3 Indirect Engineering Costs. Indirect engineering costs include 
such items as costs of engineering supervision, engineering administra- 
tion, and engineering supplies. Direct engineering activities from which 
indirect engineering costs may arise may include product design, tool 
design, experimental development, manufacturing and production develop- 
ment, layout of production lines, determination of nnachine methods, and 
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related blueprinting and drafting. Indirect engineering costs shall be 
allocated to the benefited contract and other work of the contractor (see 
ASPR 15-204. 2{v) (4)) on the basis of direct engineering nnan-hours expended, 
direct engineiering labor dollars (exclusive of premiums for overtime, extra- 
pay shift, and multi-shift, work), or some other equitable basis. 

15-203.4 Selling and Distribution Costs . Selling and distribution costs arise 
through marketing the contractor's products and include the costs of sales 
promotion, advertising, distribution, and other related activities. Generally, 
such costs are not allowable as a charge to Government cost-reimbursement 
type contracts (but see ASPR 15-204. 2(b)) . However, subject to the other 
provisions of this Part, costs in this category, including supervisory and 
clerical costs, which relate to te^chnical, consulting, and other beneficial 
services, and which are for purposes such as application and adaptation of 
the contractor's products, rather than pure selling, are allowable if a 
reasonable benefit to Gove rqjneftt contracts is demonstrated. Such costs 
shall be allocated to the contracj^r 's commercial work and its individual 
Government contracts pn an equitable basis. Because of the special problems 
that arise in this area, the cont:if^ctor should i4entify in its records, by means 
of sub-accounts or otherwise, the items of selling and distribution cost con- 
sidered properly allocable to Government contracts. 

15-203.5 General and Administrative Costs. General and administrative 
costs consist of items of cost attributable to the overall management, 
supervision, and conduct of the business. Such costs shall be allocated to 
all work of the contractor, using any recognized method of allocation if 
equitable results are thereby obtained. Factors to be considered in determin- 
ing whether the results are equitable include: 

(i) the ultimate objective of allocating general and administra- 
tive costs to the various activities of the contractor's 
business in proportion to the general and administrative 
effort involved; 

(ii) the results obtainable by using the input cost method (as 
used herein the input cost method means the total costs 
incurred during the period, exclusive of general and ad- 
ministrative costs; however, inventories acquired for use 
under the contract shall be treated in the same manner as 
inventories acquired for other work of the contractor and 
facilities purchased under the contract shall not become 
part of input cost unless facilities acquired by the con- 
tractor for its own use are included therein); 



(iii) the ratio of each of tVie several cost components to the total 
cost of the contract (exclusive of general and adnninistrative 
costs) compared to the corresponding ratios for the con- 
tra^ctor's plant or activity as a whole; and 

(iv) other revelant factors including those mentioned in ASPR 
15-203.l(b). 



15-204 Principles and Standards for Selected Items of Cost. 

15-204.1 General . Applications of the above basic cost principles and stand- 
ards to certain selected items of cost are set forth below. These applications 
govern whether the particular item of cost is treated by the contractor as 
direct cost or as indirect cost. Failure to mention any particular item of 
cost does not imply that it is either allowable or unallowable. With respect 
to all items, whether or not specifically coverfrd. determination of allow- 
ability shall be based on the principles and standards set forth m this Part 
and, where appropriate, the treatment of similar or related items. 

15-204,2 Costs Allowable in Whole or in Part . 

(a) Advertising Costg . Advertising costs include the costs of ad- 
vertising media and corollary administrative costs. Advertising media 
include magazines, newspapers, radio and television programs, direct 
mail, trade papers, outdoor advertising, dealer cards and window displays, 
conventions, exhibits, free goods and samples, and sales literature. The 
following advertising costs are allowable: 

(i) advertising in trade and technicar journals, provided 
such advertising does not offer specific products or 
services for sale but is placed in journals which are 
valuable for the dissemination of technical information 
within the contractor's industry; and 

(ii) help wanted advertising, as set forth in (t) below. 

All other advertising costs are unallowable. 
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(b) Bidding Costs . Bidding costs are the costs of preparing bids or 
proposals on potential Government and non-Governnnent contracts or pro- 
jects, including the developnaent of engineering and cost data necessary to 
support the contractor's bids or proposals. Bidding costs of the current 
accounting period of both successful and unsuccessful bids and proposals 
nornnally shall be treated as indirect costs and allocated currently to all 

bu siness of the contractor, in which event no bidding costs of past accounting 
periods shall be allocable in the current period to the Government contract; 
however, the contractor's established practice may be to treat bidding costs 
by some other recognized method. Regardless of the method used, the results 
obtained may be accepted only if found to be reasonable and equitable. 

(c) Civil Defense Costs . Civil defense costs are those incurred in 
planning for, and the protection of life and property against, the possible 
effects of enemy attack. Reasonable costs of civil defense measures (in- 
cluding costs in excess of normal plant protection costs, first-aid training 
and supplies, fire fighting training and e qui pmeint: posting of additional exit 
notices and directions, and other approved civil defense measures) under- 
taken on the contractor's premises pursuant to suggestions or requirements 
of civil defense authorities are allowable when allocated to all work of the 
contractor. Costs of capital assets acquired for civil defense purposes 
shall be depreciated in accordance with (f) below. Except as specifically 
provided for in the contract, contributions to local civil defense funds, or 

to projects not on the contractor's premises, are unallowable. 

(d) Compensation for Personal Services . ( Reserved ) 

(e) Contributions and Donations. Reasonable contributions and dona- 
tions to established nonprofit charitable, scientific, and educational organi- 
zations are allowable if they are deductible for Federal income tax purposes; 
however, such deductibility does not in itself justify allowance as a con- 
tract cost. The reasonableness of the amount of particular contributions 
and donations, and the aggregate thereof for each fiscal period, must be 
judged ordinarily in light of the pattern of past contributions, particularly 
those made prior to the placing of Government contracts. Allowable con- 
tributions and donations shall be allocated to all work of the contractor. 

(f) Depreciation. 

(1) Depreciation is a charge to current operations which distributes 
the cost of a tangible capital asset, less estimated residual value, over the 
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estimated useful life of the asset in a systematic and logical manner. It does 
not involve a process of valuation. Useful life has reference to the prospec- 
tive period of economic usefulness in the particular contractor's operations 
as distinguished from physical life. ^ 

(2) Depreciation on a contractor's plant, equipment, and other capital 
facilities is an allowable element of contract cost; provided that the amount 
thereof: • 

(i) is computed upon the cost basis used by the contractor for 
Federal income tax purposes (see Section 167 of the Internal 
Revenue Code of 1954); and 

(ii) is computed by the consistent application to the assets con- 
cerned of any generally accepted accounting method, includ- 
ing those recognized by Section 167 of the Internal Revenue 
Code of 1954. 

Depreciation should usually be allocated to the contract and other work as 
an indirect cost. The amount of depreciation allowed in any accounting 
period may. consistent with the basic objectives set forth in (I) above, vary 
with volume of production or use of multi- shift operations. 

(3) Where a contractor has received a determination of "true 
depreciation" from an Emergency Facilities Depreciation Board relating to 
an emergency facility covered by a certificate of necessity, it may elect to 
use either normal or "true" depreciation. However, the method elected 
must be followed consistently throughout the life of the emergency facility. 
Where an election is made to use normal depreciation, the amount thereof 
shall be computed in accordance with (2) above. Where an election is made 
to use "true depreciation." the amount allowable as depreciation: 

(i) with respect to the emergency period (5 years), shall be 
computed in accordance with the determination of the 
Emergency Facilities Depreciation Board; and 

(ii) after the end of the emergency period, shall be computed 
by distributing the remaining undepreciated portion of the 
cost of the emergency facility over the balance of its use- 
ful life (but see (4) below; provided the remaining undepreci- 
ated portion of such cost shall not include any amount of 
unrecovered "true depreciation." 

(4) Depreciation on idle or excess facilities ghall not be allowed 
except on such facilities as are reasonably necessary for currtnt and 
immediately prospective production. 
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(5) Unless otherwise provided for in the contract, no use charge 
shall be allowed for assets still in use which have been fully depreciated on 
the contractor's books or acquired without cost. Use charges for assets 
not fully depreciated on the contraxlpr's books ajre unallowable. 

(g) Employee Morale, Health, and Welfare Costs and Credits. Reason- 
able costs of health and welfare activities, such as house publications, health 
or first-aid clinics, and employee counselling services, incurred, in accord- 
ance with the contractor's established practice or custom in the industry or 
area, for the improvement of working conditions, employer -employee rela- 
tions, employee morale, and employee performance, are allowable. Such 
costs shall be equitably allocated to all work of the contractor. Income 
generated from any of these activities shall be credited to the costs thereof 
unless such income has been irrevocably set over to employee welfare 
organizations . 

(h) Food Service Costs and Credits. Food services include operating 
or furnishing facilities for cafeterias, dining rooms, canteens, lunch wagons, 
vending machines, or similar types of services for the contractor's em- 
ployees at the contractor's facilities. Profits (except profits irrevocably 
set over to an employee welfare organization of the contractor in amounts 
reasonably useful for the benefit of the employees at the site or sites of 
contract performance) accruing to the contractor from the operation of 
these services, whether operated by the contractor or by a concessionaire, 
shall be treated as a credit, and allocated, to all - activities served. Reason- 
able losses from operation of such services are allowable when it is the 
policy of the contractor to operate such services at a profit or at cost; 
provided, however, that such losses are allocated to all activities served. 
When it is the policy of the contractor to furnish such services at a loss, 
losses on such operation shall not be allowed as a cost unless specifically 
provided for in the contract. 

(i) F ringe Benefits . Fringe benefits are allowances and services 
provided by the contractor to its employees as compensation in addition 
to regular wages and salaries. Costs of fringe benefits, such as pay for 
vacations, holidays, sick leave, military leave, and employee insurance, 
are allowable to the extent required by law, employer -employee agreement, 
or an established policy of the contractor which constitutes, in effect, an 
implied agreement on the contractor's part (but see (d) above, and (j)(3)(v), 
(q) and (x) below). 
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(j) Insurance and Indemnification. 



(1) Insurance includes (i) those types of insurance which the con- 
tractor is required to carry under the terms of the contract, or by specific 
instruction of an authorized representative of the Government, and (ii) any 
other insurance for which the contractor seeks reimbursement under the 
contract. Indemnification includes liabilities to third persons not compen- 
sated by insurance or otherwise. 

(2) Costs of insurance required or approved, and maintained, pursu- 
ant to the contract, are allowable. 

(3) - Costs of other insurance, not required to be submitted for 
approval but maintained by the contractor in connection with the performance 
of the contract, are allowable subject to the following limitations: 

(i) types and extent pf coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circumstances; 

(ii) costs allowed for use and occupancy insurance shrill be 
limited to exclude coverage of profit, interest. Federal 
income taxes, and any other items of cost unallowable 
under this Part; 

(iii) costs of insurance or any reserve covering the risk of 
loss of or damage to Government-owned property are un- 
allowable except to the extent that the Government shall 
have approved or required such insurance or reserve; 

(iv) costs of providing a reserve for a self -insurance pro- 
gram are unallowable unless the program has been 
approved by the Military Department concerned; and 

(v) costs of insurance on the lives of officers, partners, or 
proprietors, are unallowable except where such insurance 
is part of an ennployee plan which is not unduly restricted. 
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(4) The Government is obligated to indemnify the contractor only 
to the extent expressly provided for in the contract. Therefore, except as 
otherwise expressly provided for in the contract, actual losses not reim- 
bursed by insurance (through an approved self -insurance program or other- 
wise) are unallowable. 

(k) Labor Relations Costs . Costs incurred in maintaining satisfactory 
relations between the contractor and its employees, including costs of shop 
stewards, labor management committees, employee publications, and other 
related activities are allowable. 

(1) Maintenance and Repair Costs, 

(1) Costs, necessary for the upkeep of property (including Govern- 
ment property unless otherwise provided for), which neither add to the 
permanent yalue of the property nor appreciably prolong its intended life, 
but keep it in an efficient operating condition, are allowable ^(b . it see AS'PR 
15-204. 3(d)). Expenditure s^for plant aud equipment which, according ic 
generally accepted accpuntiiig principles, should be capitalized and subjected 
to depreciation aire^^iiowalble only on a depreciation basis. 



(2) Costs of maintenance and repair which are delayed from a 
period prior to the contract, for some reason such as abnormal operating 
conditions or lack of funds, and are performed during the contract period 
are unallowable unless specifically provided for in the contract. Likewise, 
the estimated cost of maintenance and repair normally required but not 
accomplished during the period of the contract are unallowable unless 
specifically provided for in the contract. - . 

(m) Manufacturing and Production Engineering Costs. Costs of manu- 
facturing and production engineering, including engineering activities in 
connection with: 

(i) current manufacturing processes such as motion and time 
study, methods analysis, job analysis, and tool design and 
improvement; and 
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(ii) current production problems, such as materials analysis 

for production suitability and component design for purposes 
of simplifying production; 

are allowable. 

(n) Material Costs. 

(1) Costs of direct and indirect nnaterial, and collateral items such 
as inbound transportation and intransit insurance, are allowable, subject, 
however, to (2) through (6) below. In computing costs of material, considera- 
tion will be given to reasonable overruns, spoilage, and defective work. 

(2) Costs of material shall be suitably adjusted for applicable 
portions of income and other credits, including available trade discounts, 
refunds, rebates, allowance and pa sh discounts, and credits for scrap 

and salvage and material retiirnled to vendors.:; rSuch income and other credits 
shall either be credited direcily to cost of the material involved or be allocated 
(as credits) to indirect costs. However, where the contractor can demonstrate 
that failure to take cash discpuntts was due to circumstances beyond its con- 
trol, such lost discounts need not be so credited. 

(3) When material is purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof 
should be charged to that contract. 

(4) If material is issued from stock, any generally recognized 
method of pricing such material is acceptable if that method is consistently 
applied and the results obtained are equitable. 

(5) Reasonable charges or credits arising from a difference between 
periodic physical inventory quantities and related material control records 
shall be included in arriving at the cost of performance if such charges or 
credits (i) do not include write-downs" or * 'write-ups*' of value, and (ii) 
relate to the period of performance of the contract. 

(6) Costs of material or services sold or transferred between 
plants, divisions, or organizations, under common control, shall be allow- 
able only to the extent of the cost to the transferor, or the prices of other 
suppliers for the same or substantially similar items, whichever is lower; 
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provided that, in the case of any item regularly ncianufactured and sold by 
any such transferor through commercial channels, a departure from this 
cost basis is permissible if the charge to the contract does not exceed 
either (i) the transferor's sales price to its most favored customer for the 
same item in like quantity, or (ii) the prices of other suppliers for the same 
or substantially similar items. 

(o) Overtime, Extra-Pay Shift , and Multi-Shift Premiums, The 
premium portion of overtime, extra -pay shift, and multi-shift payments to 
direct labor employees shall be separately identified. Costs of such pre- 
miums on direct labor are allowable only to the extent expressly provided 
for in the contract or otherwise authorized by the Government and may be 
classified as either direct or indirect labor costs. When direct labor cost 
is the base for distribution of overhead, such premiums shall not be in- 
cluded in that base. When such premiums are charged as indirect costs, 
the amount allocated to Government contracts shall be equitable in rela- 
tion to (i) the amount of such premium costs allocated to non-Government 
work being concurrently performed in the contractor's plant and (ii) the 
factors which necessitate the incurrence of the costs. The premium portion 
of overtime, extra-pay shift, and multi-shift payments to indirect labor 
employees is allowable without prior approval, if reasonable, and if allocated 
on a pro rata basis to commercial as well as Government work. 

(p) Patent Costs . Costs of preparing disclosures, reports, and other 
documents required by the contract and of searching the art to the extent 
necessary to make such invention disclosures, are allowable. Upon the 
written authorization of the contracting officer, costs of preparing documents, 
and any other patent costs, in connection with the filing of a patent applica- 
tion by the Government, are allowable. (See also (v) and (w) below.) 

(q) Pension Plans , 

(1) A pension plan is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of 
definitely determinable benefits to its employees over a period of years, 
usually for life, after retirement. Such a plan may include disability, with- 
drawal, insurance, or survivorship benefits incidental and directly related 
to the pension benefits. Such benefits, generally, are measured by, and 
based on, such factors as years of service and compensation received by 
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the employees. The determination of the amount of pension benefits and 
the contributions to provide such benefits are not dependent upon profits. 
Benefits are not definitely determinable if funds arising from forfeitures 
on termination of services or other reason may be used to provide increased 
benefits for the remaining participants instead of being used to reduce the 
amount of contributions by the employer. A plan designed to provide bene- 
fits for employees or their beneficiaries to be paid upon retirement or over 
a period of years after retirement shall be considered a pension plan if , 
under the plan, either the benefits payable to the employee or the required 
contributions by the contractor can be determined actuarially. (Retirement 
plans which are based on profit-sharing shall not be considered to be pension 
plans within this paragraph (q).) 

(2) Consideration, and approval or disapproval, of all pension plans 
and the method of determination of the costs thereof shall be the responsi- 
bility of the Department to which audit cognizance is assigned and subsequent 
action taken by that Department will, generally, be accepted by the other 
Departments. Such plans must meet the qualification requirements prescribed 
by Section 401 of the Internal Revenue Code of 1954 (P.L. 591, 83rd Gong., 

2d Sess., 68A Stat. 134). Prior 1:o approval of such plans by the cognizant 
Department, approval by Internal Revenue Service shall be obtained in the 
case of : 

(i) contractors who are subject to Federal income tax; and 

(ii) nonprofit or tax-exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not 
necessarily assure the allowance of the costs of such a plan by the Depart- 
ment concerned. In the case of all other plans, compliance with the qualifica- 
tion requirements of Section 401 of the Internal Revenue Code of 1954 shall 
be determined by the cognizant Department using, insofar as applicable, 
the regulations, criteria, and standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant 
Military Department, costs thereof are allowable subject to the following 
conditions: 

(i) the requirements of ASPR 15-201.2 shall be satisfied; . 
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(ii) such costs, including excess contributions (see Section 
404(a) (i)(D) of the Internal Revenue Code of 1954), shall 
not exceed — 

(A) the amount claimed and deductible for Federal income 
tax purposes in the current taxable period; or 

(B) in the case of nonprofit or tax-exempt organizations, 
the amount which could have been claimed and deducted 
for Federal income tax purposes in the current taxable 
period had such organizations been subject to the pay- 
ment of income tax; 

(iii) in cases where the Internal Revenue Service withdraws 
approval of a plan, an appropriate adjustment of contract 
costs shall be made for contributions which previously 
have been allocated to and allowed as contract costs and 
which — 

(A) are disallowed for tax purposes; or 

(B) in the case of nonprofit or tax-exempt organizations, 
could have been disallowed for tax purposes had such 
organizations been subject to the payment of income 
tax; and 

(iv) in determining the net pension plan costs allocable to mili- 
tary contracts, and in addition to making appropriate ad- 
justments for credits or gains arising out of normal 
employee turnover , consideration shall be given, in accord- 
ance with (A) or (B) below, to possible future abnormal 
termination credits or gains which may arise with respect 
to individuals for whom pension plan costs have been or 
are being incurred by the contractor but whose employment 
will terminate before they acquire a vested right to the 
benefits under such plans — 

(A) when all such abnormal termination credits or gains 
are foreseeable and can be currently evaluated with 
reasonable accuracy, an equitable adjustment of current 
costs to give effect to such anticipated future credits 
or gains shall be nnade, either by reducing the current 
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costs otherwise allocable, or by obtaining realistic 
recognition in the actuary's calculation of current 
costs, so that the current costs do, in fact, reflect 
the reduction for the abnormal termination credits 
or gains which are anticipated; and such adjustment 
shall be reflected in the contract, in an amendment 
thereto, or in some other writing binding on the Govern- 
ment and the contractor; or 

(B) when such abnormal termination credits or gains, 
whether or not foxeseeable — 

(I) cannot be currentl'/ evaluated with reasonable 
accuracy; or 

(II) have not been the subject of adjustment under (A) 
above; 

pension plan costs incurred under the contract shall 
be subject to retrospective accounting and any neces- 
sary adjustment for such subsequent termination 
credits unless the Government and the contractor agree 
upon a naethod of determining such adjustment, or 
agree upon an equitable adjustment; any such agree- 
ment shall be reflected in the contract, in an amend- 
ment thereto, or in a separate agreement binding on 
the Government and the contractor. 

(4) The allowability of costs of lump sum purchases of annuities 
or of lump sum cash payments or periodic cash payments made to provide 
pension benefits for retiring or retired employees other than such costs in- 
curred under approved pension plans shall be subject to consideration on an 
individual case basis, 

(r) Plant Protection Costs . Costs of items such as wages, uniforms, 
and equipment of personnel engaged in plant protection; depreciation on 
plant protection capital assets; and necessary expenses to comply with 
military security requirements are allowable. 
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(s) Professional Service Costs Legal, Accounting, Engineering, and 
Other. 



(1) Costs of professional services rendered by the members of a 
particular profession who are not employees of the contractor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery of the costs from the Govern- 
ment (but see ASPR 15-204. 3(f)). 

(2) Factors to be considered in determining the allowability of 
costs in a particular case include: 

(i) the past pattern of such costs, particularly in the years 
prior to the award of Government contracts; 

(ii) the impact of Government contracts on the contractor's 
business; 

(iii) the nature and scope of managerial services expected of 
the contractor's own organization; and 

(iv) whether the proportion of Government work to the con- 
tractor's total business is such as to influence the con- 
tractor in favor of incurring the cost, particularly where 
the services rendered are not of a continuing nature and 
have little relationship to work under Government contracts. 

Retainer fees to be allowable must be reasonably supported by evidence of 
services rendered. 

(3) Costs of legal, accounting, and consulting services, and related 
costs, incurred in connection with organization and reorganization, defense 
of anti-trust suits, and the prosecution of claims against the Government, 
are unallowable. Costs of legal, accounting, and consulting services, and 
related costs, incurred in connection with patent infringement litigation, 
are unallowable unless otherwise provided for the contract. 

(t) Recruiting Costs , Costs of *'help wanted" advertising, operating 
costs of an employment office necessary to secure and nnaintain an adequate 
labor force, costs of operating an aptitude and educational testing program, 
travel costs of employees whileAengaged in recruiting personnel, and travel 
costs of applicants for interviews for prospective employment are 
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allowable. Where the contractor uses employment agencies, costs not in 
excess of standard comnriercial rates for such services are also allowable. 
Costs of special benefits or emoluments offered to prospective employees 
beyond the standard practices in the industry are unallowable. 

(u) Rental Costs (Including Sale and Leaseback of Facilities) . 

(1) Rental costs of land, buildings, and equipment and other personal 
property are allowable if the rates are reasonable in light of the type, life ' 
exp^ctancy^ condition ;.-^d lvalue of tE^ facilities leased^, options a vaiTable; 
and other provisions of the rental agreemeiit. 

{Z) Charges in the nature of rent between plants, divisions, or 
organizations under common control are unallowable except to the extent 
such charges do not exceed the normal costs of ownership, such as deprecia- 
tion, taxes, insurance, and maintenance; provided that no part of such coasts 
shall duplicate any other allowed costs. " 

(3) Unless otherwise specifically provided in the contract, rental i 
costs specified in sale and leaseback agreements, incurred by contractors 
through selling plant facilities to investment organizations, such as insurance 
companies, or to private investors, and concurrently leasing back the same 
facilities, are allowable only to the extent that such rentals do not exceed 
nornaal costs, such as depreciation, taxes, insurance, and maintenance, 
borne by the lessor, which would have been incurred had the contractor 
retained legal title to the facilities. 

(v) Research and Development Costs . 

(1) Research and development costs (sometimes referred to as 
general engineering costs) are divided into two major categories, for the 
purpose of contract costing: (i) general research, also referred to as 

basic research, fundamental research, pure research, and blue-sky research; 
and (ii) related research or development, also referred to as applied re- 
search, product research, and product line research. 

(2) General research is that type of research which is directed 
toward increase of knowledge in science, In such research, the primary 
aim of the investigator is a fuller knowledge or understanding of the subject 
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under study, rather than a practical application thereof. Costs of independent 
general research (that which is not sponsored by a contract, grant, or other 
ajrrangennent) are allowable to the extent specifically provided in the contract. 
^Generally, the contractor shall be required to disclose to the Government 
the purposes and results of such independent general research. In specifically 
providing for such costs, factors to be considered include: 

(i) scope, nature, and quality of the contractor's independent 
general research progrann; 

(ii) capability of the contractor in the particular research 
field; 

(iii) benefits which nriay accrue to the Governnnerit; 

(iv) comparison of size and cost of contractor's previous 
years' independent research programs; and 

(v) proportion of Government business to contractor's total 
business^/ 

(3) Related research is that type of research which ite directed 
toward practical application of science. Development is the systematic 

use of scientific knowledge directed toward the production of useful materials, 
devices, methods, or processes, exclusive of design, manufacturing, and 
production engineering (see (m) above). Costs of a contractor's independent 
related research and development (that which is not sponsored by a contract, 
grant, or other arrangement) are allowable under any cost-reimbursement 
type production contract; provided the research and development are re- 
lated to the contract product line and the costs are allocated to all produc- 
tion work of the contractor on the contract product line^; and provided 
further that the contractor discloses to the Government the purposes and 
results of the research and development/. Such costs are unallowable 
under cost-reimbursement type research and development contracts. 

(4) Independent research and development projects shall absorb 
their appropriate share of the indirect costs of the department where the 
work is performed. 

(5) Research and development costs (including amounts capitalized), 
regardless of their nature, which were incurred in accounting periods prior 
to the award of a particular contract, shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR 15-204. 3(i)) , 
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(w) Royalties and Other Costs for Use of Patents, Royalties on a 
patent or invention, or amortization of the cost of acquiring a patent or 
invention or rights thereto, necessary for the proper perfornnance of the 
contract and applicable to contract products or processes, are allowable 
to the extent expressly set forth in the contract or otherwise authorized 
by the contracting officer; provided that where the Government has a 
license or the right to free use of the patent or invention such costs are 
unallowable; and provided further that where the patent has been adjudicated 
to be invalid such costs incurred thereafter are unallowable. 

(x) Severance Pay . 

(1) Severance pay, also commonly referred to as dismissal wages, 
is a payment in addition to regular salaries and wages, by contractors to 
workers whose employment is being terminated. Costs of severance pay 
are allowable only to the extent that, in each case, it is required by (i) law, 
(ii) employer-employee agreement, (iii) established policy that constitutes, 
in effect, an implied agreement on the contractor's part, or (iv) circum- 
stances of the particular employnaent. 

(2) Costs of severance payments are divided into two categories 
as follows: 

(i) actual normal turnover severance payments shall be 
allocated to all work performed in the contractor's 
plant; or, where the contractor provides for accrual 
of pay for normal severances such method will be 
acceptable if the amount of the accrual is reasonable 
in light of payments actually made for normal severances 
over a representative past period, and if amounts accrued 
are allocated to all work performed in the contractor's 
plant; and 

(ii) abnormal or mass severance payments actually made 
upon cessation of work when there is no reasonable 
prospect of continuing employment on other work of the 
contractor shall be assigned to the entire period of the 
employment of the terminated employees and equitably 
allocated to all work performed in the contractor's plant 
during that period. A reservation in the final release 
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may be made when it is reasonable to assume that severance 
pay allocable to the contract will be made in the future. 



(y) Special Tooling Costs. The term special tooling means property 
of such specialized nature that its use, without substantial modification or 
alteration, is limited to the production of the particular supplies or the 
performance of the particular services for which acquired or furnished. It 
includes, but is not limited to, jigs, dies, fixtures, molds, patterns, special 
taps, special gauges, and special test equipment. Costs of special tooling 
acquired for performance of the contract, are allowable and shall be charged 
directly thereto. 

(z) Taxes . 

(1) Taxes are charges levied by Federal, State, or local governments. 
They do not include fines and penalties except as otherwise provided herein. 

In general, taxes (including State and local income taxes) which the con- 
tractor is required to pay and which are paid or accrued in accordance with 
generally accepted accounting principles are allowable, except for: 

(i) Federal income and excess profits taxes; 

(ii) taxes in connection with financing, refinancing or refunding 
operations (see ASPR 15-204. 3(f)) ; 

(iii) taxes from which exemptions are available to the contractor 
directly or available to the contractor based on an exemp- 
tion afforded the Government except when the contracting 

. officer determines that the administrative burden incident 
to obtaining the exemption outweighs the corresponding 
benefits accruing to the Government; and 

(iv) special assessments on land which represent capital 
improvements. 

(2) Taxes otherwise allowable under (1) above, but which may be 
illegally or erroneously assessed, are allowable; provided that the con- 
tractor prior to payment of such taxes: 
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(i) promptly requests in^tructipns from the contracting officer 
concerning auch taxes; and 

(ii) takes all action directed by the contracting officer, including 
cooperation with and for the benefit of the Government, to 
(A) determine the le|[ality of such assessment or, (B) secure 
a refund of such taxes. 

Reasonable costs of any such proceeding instituted by the contractor at the 
direcjtipn of the contracting officer are allowable. Interest and penalties 
incurred by a contractor by reason of the nonpayment of any tax at the direc-^ 
tion of the contracting officer are also allowable. 

(3) Any refund of taxes, interest, or penalties, and any payment 
to the contractor of interest thereon, attribiitable to taxes, interest, or 
penalties which were allowed as contract costs, shall be credited or paid 
to the Government in the nnanner directed by the Government, 

(^a) Trade, Business, Technical, and Professional Activity Cogta . 

(1) Memberships. Costs of contractor's membership in trade, 
business, technical, and professional organizations are allowable. 

(2) Subscriptions . Costs of subscriptions to trade, business, 
professional, and technical periodicals are allowable. 

(3) Meetings and Conferences . Costs of meals, transportation, 
rental of facilities for meetings, and costs incidental thereto, when the 
primary purpose of the incurrence of such costs is the dissemination of 
technical information or the stimulation of production, are allowatble. 

(bb) Training Costs. Costs of preparing and itiaintaining a program 
of instruction designed to increase the overall effectiveness of (employees, 
including costs of the d irector of training and staff, training materials, 
and text bopks, and tuition and fees whVn part-time training is -conducted 
by educational institutions, are allowable when limited to on-the-job 
type training and when properly allocated. Costs of training in educa* 
tional institutions are unallowable, except to the extent specifically pro- 
vided for in the ^contract in Accordance with Departmental instructions. 
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(cc) Transportation Costs. Transportation costs include freight, express, 
cartage, and postage charges relating either to goods purchased, in process, 
or delivered. When such costs can readily be identified with the items involved, 
they may be direct costed as transportation costs or added to the cost of such 
items (see (n) above). Where ikientificaCLon with, the materials received can- 
not readily be made, inbound transportation costs may be charged to the ap- 
propriate indirect cost accounts if the contractor follows a consistent equitable 
procedure in this respect. Outbound freight, if reimbursable under the terms 
of the contract, should be treated as a direct cost. 

(dd) Travel Costs . 

(1) Travel costs include costs of transportation, lodging, subsistence, 
and incidental expenses, incurred by contractor personnel in a travel status 
while on official company business. 

(2) Travel costs incurred in the no.» mal course of overall ad- 
ministration of the business and applicable to the entire business are 
allowable. Such costs shall be equitabl allocated to all work of the con- 
tractor. 

(3) Subsistence and lodging, including tips or similar incidental 
costs, are allowable either on an actual or per diem basis. The basis 
selected shall be consistently followed. 

(4) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the contracting 
officer. 

(ee) General. 

(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholders' meetings, proxy solicitations, preparation and publication 
of reports to shareholders, preparation and submission of required reports 
and forms to taxing and other regulatory bodies, and incidental costs of 
directors and committee meetings are allowable. Such costs shall be 
equitably allocated to all wo^rk of the contractor. 
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(2) Certain costs discussed in ASPR 15-204,3 are allowable if 
expressly provided for in the contract, or, in sonne cases, if approved in 
writing by the contracting officer. See for example: 

(i) ASPR 15-204.3(e); 

(ii) ASPR 15-204. 3(i); and 

(ili) ASPR 15-204.3(k). 

15-204.3 Unallowable Costs, 

(a) Bad Debts . Bad debts, including losses (whether actual or esti- 
mated) arising from uncollectible customers' accounts and other claims, 
related collection costs, and related legal costs are unallowable. 

(b) Contingency Re serve s > Contingency reserves, created and 
maintained to provide for events the occurrence of which cannot be foretold 
with certainty as to time, intensity, or even with an assurance of their 
happening, are unallowable. (For self -insurance programs see ASPR 15- 
204.2(j).) 

(c) Entertainment Costs . Costs of amusement, diversion, social 
activities, and incidental costs relating thereto, such as meals, lodging, 
rentals, transportation, and gratuities, are unallowable (but see ASPR 15- 
204.2(g), (i), and (aa)). 

(d) Excess Facility Costs . Costs of maintaining, repairing, and housing 
idle and excess contractor-owned facilities, except those reasonably neces- 
sary for current and immediately prospective production purposes, are 
unallowable. The costs of excess plant capacity reserved for defense mobili- 
zation production shall be the subject of a separate contract. 

(e) Fines and Penalties . Costs resulting from violations of, or 
failure of the contractor to comply with. Federal, State, and local laws 
and regulations are unallowable except when incurred as a result of 
compliance with specific provisions of the contract, or instructions in 
writing from the contracting officer. 
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(f) Interest and Other Financial Costs. Interest (however repre- 
sented), bond discounts, costs of financing and refinancing operations, legal 
and professional fees paid in connection with the preparation of a prospectus, 
costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing au- 
thorities under the conditions set forth in ASPR 15-204. 2(z) (but see ASPR 
15-204. 2(ee)). 

(g) Losses on Other Contracts . An excess of costs over inconne 
under any other contract (including the contractor's contributed portion 
under cost-sharing contracts), whether such other contract is of a supply, 
research and development, or other nature?, is unallowable as a cost of 
performance of the Government contract. 

(h) Organization Costs, Expenditures, such as incorporation fees, 
attorneys fees, accountants fees, brokers fees, fees to promotors and organ 

izers^ in conne^tioii iviith. (ij organization or reorganization of a business, 
or (ii) raising k:ipital^ are unallowable (see (f) above)* 

(i) Precontract Costs. Precontract costs ^re those which are in- 
curred prior to the effective date of the contract and which would have 
been allowable thereunder if incurred after such date. Such costs are 
unallowable unless specifically set forth and identified in the contract. 
(See ASPR 15-lxx.) 

(j) Profits and Losses on Disposition of Plant, Equipment, or Other 
Capital Assets . Profits or losses of any nature arising from the sale or 
exchange of plant, equipment, or other capital assets, including sale or 
exchange or either short or long term investments, shall be excluded in 
computing contract costs (but see ASPR 15-204. 2(f)(2) as to basis for 
depreciation). 

(k) Reconversion Costs. Reconversion costs are those incurred in 
the restoration or rehabilitiation of the contractor's facilities to approxi^ 
mately the same physical arrangement and condition existing immediately 
prior to commencement of the military contract work and include the cost 
of removal of Government property. Reconversion costs are unallowable 
except that the cost of removing Government property and the restoration 
or rehabilitation costs caused by such removal are allowable if specifically 
provided for in the contract. 
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(1) General. 

(1) In addition, certain costs discussed in AS PR 15-204.2 are stated 
to be unallowable. See for example: 

(i) Advertising Costs, ASPR 15-204.2(a), last sentence; 

(ii) Depreciation. ASPR 15-204. 2(f)(4), and (5) last sentence; 

(iii) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR 15-204,2(s)(3), first sentence; 

(iv) Recruiting Costs, ASPR 15-204. 2(t), last sentence; 

(v) Royalties and Other Costs for Use of Patents, ASPR 15- 
204. 2(w), both provisos; and 

(vi) Tax<^s,- ASPR a5-204.i(z)(l)(i) throug.h (iv). ' ,^ 

(2) Certain Other costs discussed in ASPR 15-204.2 are unallowable 
unless expressly provided for in the contract, or, in some cases, if au- 
thorized or approved by the Government.. See for example: 

(i) Civil Defense Costs, ASPR 15-204. 2(c), last sentence; 

(U) Depreciation, ASPR 15-204. 2(f)(5), first sentence; 

(iii) Food S^rvici Co^ts and- Credits, ASPR 15 -204.2(h), 
last Sentence; . 

(iv) Insurance and Indemnification, ASPR 15-204. 2(j)(3)(iii) and 
(iv), and (4); 

(v) Maintenance and Repair Costs, ASPR 15-204. 2(l)(2); 

(vi) Overtime, Extra-Pay Shift, and Multi-Shift Premiums, 
ASPR 15-204. 2(o), second sentence; 

(vii) Patent Costs, ASPR 15-204, 2(p), second sentence; 



(viii) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR 15-204.2(s)(3), last sentence; 

(ix) Rental Costs (Including Sale and Leaseback of Facilities), 
ASPR 15-204. 2(u)(3); 

(x) Royalties and Other Costs for Use of Patents, ASPR 15- 
204. 2(w); 

(xi) Special Tooling Costs. ASPR 15-204. Z(z)(2); 

(xii) Trainijig Costs, ASPR 15-204.2(bb), 
last sentence; and 

(xiii) Travel Costs, ASPR,l5-204,2{dd)(4). 
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Part 2 - Supply, Service, and Research and Develop- 
ment Contracts, with Organizations Having 
Commercial Type Accounting Systems 

15-200 Scope of Part, This Part sets forth principles and standards for 
the determination and allowance of costs in connection with cost-reimburse- 
ment type contracts and cost-reimbursement type subcontracts thereunder 
for procurement of supplies, services, and research and development work, 
with contractors or subcontractors having commercial type accounting 
systems. However, this Part does not apply to contracts for facilities, 
construction, or architect-engineer, services related to construction. It 
also does not apply to clauses in supply or service contracts which pro- 
vide for the furnishing of industrial facilities. 

15-201 Basic Considerations . 

15-201cl Composition of Total Cost. The total cost of a cost-reimbursement 
type contract is (i) the allowable direct costs, plus (ii) the allocable portion 
of allowa^ble indirect costs, less (iii) any applicable credits. 

15-201.2 Factors Affecting Allowability of Costs . Factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) appli- 
cation of generally accepted accounting principles and practices, (iii) signifi- 
cant deviations from the establislied practices of the contractor which sub- 
stantially increase the contract costs., and (iv) any limitations set forth in 
this Part 2 or otherwise included in the contract as to types or amounts of 
cost items. 

15-201.3 Credits, The applicable portion of income, rebates, allowances, 
and other credits received by or accruing to the contractor which is related 
to any allowed cost shall be credited to the Government either as a reduc- 
tion in contract cost or by a cash refund, as appropriate. 

15-202 Direct Costs. 



15-202.1 General . Items of cost which are readily identifiable with (i) a 
contract, or (ii) other work of the contractor, should be charged directly 



to the contract or other work with which identified. This principle may be 
applied to items of cost such as freight, travel, communications, and engineer- 
ing services, as well as materials and productive labor, but when used must 
be applied consistently to all work of the contractor. When the accounting 
expense of direct costing of minor items would, exceed the .resulting benefits, 
individual items, which otherwise would be treated as direct costs, may be 
treated as indirect costs. Each element of direct cost is subject to the 
limitations of this Part as to allowability. 

15-202.2 Direct Material Costs , Direct material costs include the cost of 
raw materials, purchased items, and items supplied from stock, which are 
directly incorporated into or attached to the end product or which are directly 
consumed or expended in the performance of a contract. 

15-202.3 Direct Labor Costs . Direct labor costs include salaries and wages 
specifically identifiable with and properly chargeable directly to the per- 
formance of a contract or other work of the contractor. Average rates may 
be used where the contractor demonstrates that the results are equitable. 
Direct labor costs may also include other associated costs, such as payroll 
taxes and workmen's compensation insurance, where it is the established 
practice of the contractor to treat these items as a part of direct labor costs. 

15-202.4 Other Direct Costs, Other items of cost may, in particular cases, 
be charged directly to the contract where the contractor demonstrates that 
they are specifically related to the performance of the contract. When, 
however, items ordinarily chargeable as indirect costs are charged to a 
Government contract as direct costs, the cost of similar items applicable 
only to other work of the contractor must be eliminated from indirect costs 
allocated to the Government contract. 

15-203 Indirect Costs. 

15-203.1 General, (a) Items of cost which are incurred for common or 
joint objectives, and which are not readily subject to treatment as direct 
costs in accordance with ASPR 15-202, should be accumulated for accounting 
purposes by logical cost groupings and charged by a process of 
allocation. Each element of indirect cost is subject to the limitations of 
this Part as to allowability. 



(b) The method of allocation of indirect costs must be based on 

the particular circumstances involved. The objective should be the selec- 
tion of a method which will distribute the indirect costs in an equitable manner. 
The method used in connection with Government contracts shall, in order to 
be acceptable, conform with generally accepted accounting practices, be applied 
consistently, and produce equitable results. Any significant change in the 
nature of the business, the extent of subcontracting, fixed asset improvement 
programs, the volume of sales, the volume of production, manufacturing pro- 
cesses, the contractor's products, or other factors may require reconsidera- 
tion of the method previously used. Individual categories of indirect cost 
are discussed in ASPR 15-203.2 through 15-203.5. 

(c) The base period for allocation of indirect costs is the period during 
which such costs are incurred and accumulated for distribution to work per- 
formed in that period. The base period shall be representative of the period 
of contract performance and shall be sufficiently long to avoid inequities in 
the allocation of costs, but in no event longer than the contractor's fiscal 
year. When the contract is performed over an extended period of time, as 
many ^i^ch base periods will be used as will be required to represent the 
period of contract performance. 

15-203.2 Indirect Manufacturing and Production Costs. Indirect manufactur- 
ing and production costs consist of items "of cost which are attributable to 
the manufacturing and productive process as a whole. Allocation of indirect 
manufacturing and production costs on a time basis, such as direct Ubor man- 
hours or ma chine -hours, is a method which generally produces accuracy and 
equity. Other acceptable methods of allocation, in appropriate circumstances, 
include direct labor dollars (exclusive of premiums for overtime, extra- 
pay shift, and multi-shift, work) units processed, and prime costs of units 
processed. Departmentalization or the establishment of cost centers may 
be necessary in order to allocate the indirect costs equitably. Factors to 
be considered in determining the necessity for departmentalization or 
establishment of cost centers include variety of products, complexity of 
processes, and relative labor and facility requirements for the various 
products. 

15-203.3 Indirect Engineering Costs. Indirect engineering costs include 
such items as costs of engineering supervision, engineering administra- 
tion, and engineering supplies. Direct engineering activities from which 
indirect engineering costs may arise may include product design, tool 
design, experimental development, manufacturing and production develop- 
ment, layout of production lines, determination of nnachine methods, and 
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related blueprinting and drafting. Indirect engineering costs shall be 
allocated to the benefited contract and other work of the contractor (see 
ASPR 15-204. 2{v) (4)) on the basis of direct engineering nnan-hours expended, 
direct engineiering labor dollars (exclusive of premiums for overtime, extra- 
pay shift, and multi-shift, work), or some other equitable basis. 

15-203.4 Selling and Distribution Costs . Selling and distribution costs arise 
through marketing the contractor's products and include the costs of sales 
promotion, advertising, distribution, and other related activities. Generally, 
such costs are not allowable as a charge to Government cost-reimbursement 
type contracts (but see ASPR 15-204. 2(b)) . However, subject to the other 
provisions of this Part, costs in this category, including supervisory and 
clerical costs, which relate to te^chnical, consulting, and other beneficial 
services, and which are for purposes such as application and adaptation of 
the contractor's products, rather than pure selling, are allowable if a 
reasonable benefit to Gove rqjneftt contracts is demonstrated. Such costs 
shall be allocated to the contracj^r 's commercial work and its individual 
Government contracts pn an equitable basis. Because of the special problems 
that arise in this area, the cont:if^ctor should i4entify in its records, by means 
of sub-accounts or otherwise, the items of selling and distribution cost con- 
sidered properly allocable to Government contracts. 

15-203.5 General and Administrative Costs. General and administrative 
costs consist of items of cost attributable to the overall management, 
supervision, and conduct of the business. Such costs shall be allocated to 
all work of the contractor, using any recognized method of allocation if 
equitable results are thereby obtained. Factors to be considered in determin- 
ing whether the results are equitable include: 

(i) the ultimate objective of allocating general and administra- 
tive costs to the various activities of the contractor's 
business in proportion to the general and administrative 
effort involved; 

(ii) the results obtainable by using the input cost method (as 
used herein the input cost method means the total costs 
incurred during the period, exclusive of general and ad- 
ministrative costs; however, inventories acquired for use 
under the contract shall be treated in the same manner as 
inventories acquired for other work of the contractor and 
facilities purchased under the contract shall not become 
part of input cost unless facilities acquired by the con- 
tractor for its own use are included therein); 



(iii) the ratio of each of tVie several cost components to the total 
cost of the contract (exclusive of general and adnninistrative 
costs) compared to the corresponding ratios for the con- 
tra^ctor's plant or activity as a whole; and 

(iv) other revelant factors including those mentioned in ASPR 
15-203.l(b). 



15-204 Principles and Standards for Selected Items of Cost. 

15-204.1 General . Applications of the above basic cost principles and stand- 
ards to certain selected items of cost are set forth below. These applications 
govern whether the particular item of cost is treated by the contractor as 
direct cost or as indirect cost. Failure to mention any particular item of 
cost does not imply that it is either allowable or unallowable. With respect 
to all items, whether or not specifically coverfrd. determination of allow- 
ability shall be based on the principles and standards set forth m this Part 
and, where appropriate, the treatment of similar or related items. 

15-204,2 Costs Allowable in Whole or in Part . 

(a) Advertising Costg . Advertising costs include the costs of ad- 
vertising media and corollary administrative costs. Advertising media 
include magazines, newspapers, radio and television programs, direct 
mail, trade papers, outdoor advertising, dealer cards and window displays, 
conventions, exhibits, free goods and samples, and sales literature. The 
following advertising costs are allowable: 

(i) advertising in trade and technicar journals, provided 
such advertising does not offer specific products or 
services for sale but is placed in journals which are 
valuable for the dissemination of technical information 
within the contractor's industry; and 

(ii) help wanted advertising, as set forth in (t) below. 

All other advertising costs are unallowable. 
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(b) Bidding Costs . Bidding costs are the costs of preparing bids or 
proposals on potential Government and non-Governnnent contracts or pro- 
jects, including the developnaent of engineering and cost data necessary to 
support the contractor's bids or proposals. Bidding costs of the current 
accounting period of both successful and unsuccessful bids and proposals 
nornnally shall be treated as indirect costs and allocated currently to all 

bu siness of the contractor, in which event no bidding costs of past accounting 
periods shall be allocable in the current period to the Government contract; 
however, the contractor's established practice may be to treat bidding costs 
by some other recognized method. Regardless of the method used, the results 
obtained may be accepted only if found to be reasonable and equitable. 

(c) Civil Defense Costs . Civil defense costs are those incurred in 
planning for, and the protection of life and property against, the possible 
effects of enemy attack. Reasonable costs of civil defense measures (in- 
cluding costs in excess of normal plant protection costs, first-aid training 
and supplies, fire fighting training and e qui pmeint: posting of additional exit 
notices and directions, and other approved civil defense measures) under- 
taken on the contractor's premises pursuant to suggestions or requirements 
of civil defense authorities are allowable when allocated to all work of the 
contractor. Costs of capital assets acquired for civil defense purposes 
shall be depreciated in accordance with (f) below. Except as specifically 
provided for in the contract, contributions to local civil defense funds, or 

to projects not on the contractor's premises, are unallowable. 

(d) Compensation for Personal Services . ( Reserved ) 

(e) Contributions and Donations. Reasonable contributions and dona- 
tions to established nonprofit charitable, scientific, and educational organi- 
zations are allowable if they are deductible for Federal income tax purposes; 
however, such deductibility does not in itself justify allowance as a con- 
tract cost. The reasonableness of the amount of particular contributions 
and donations, and the aggregate thereof for each fiscal period, must be 
judged ordinarily in light of the pattern of past contributions, particularly 
those made prior to the placing of Government contracts. Allowable con- 
tributions and donations shall be allocated to all work of the contractor. 

(f) Depreciation. 

(1) Depreciation is a charge to current operations which distributes 
the cost of a tangible capital asset, less estimated residual value, over the 
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estimated useful life of the asset in a systematic and logical manner. It does 
not involve a process of valuation. Useful life has reference to the prospec- 
tive period of economic usefulness in the particular contractor's operations 
as distinguished from physical life. ^ 

(2) Depreciation on a contractor's plant, equipment, and other capital 
facilities is an allowable element of contract cost; provided that the amount 
thereof: • 

(i) is computed upon the cost basis used by the contractor for 
Federal income tax purposes (see Section 167 of the Internal 
Revenue Code of 1954); and 

(ii) is computed by the consistent application to the assets con- 
cerned of any generally accepted accounting method, includ- 
ing those recognized by Section 167 of the Internal Revenue 
Code of 1954. 

Depreciation should usually be allocated to the contract and other work as 
an indirect cost. The amount of depreciation allowed in any accounting 
period may. consistent with the basic objectives set forth in (I) above, vary 
with volume of production or use of multi- shift operations. 

(3) Where a contractor has received a determination of "true 
depreciation" from an Emergency Facilities Depreciation Board relating to 
an emergency facility covered by a certificate of necessity, it may elect to 
use either normal or "true" depreciation. However, the method elected 
must be followed consistently throughout the life of the emergency facility. 
Where an election is made to use normal depreciation, the amount thereof 
shall be computed in accordance with (2) above. Where an election is made 
to use "true depreciation." the amount allowable as depreciation: 

(i) with respect to the emergency period (5 years), shall be 
computed in accordance with the determination of the 
Emergency Facilities Depreciation Board; and 

(ii) after the end of the emergency period, shall be computed 
by distributing the remaining undepreciated portion of the 
cost of the emergency facility over the balance of its use- 
ful life (but see (4) below; provided the remaining undepreci- 
ated portion of such cost shall not include any amount of 
unrecovered "true depreciation." 

(4) Depreciation on idle or excess facilities ghall not be allowed 
except on such facilities as are reasonably necessary for currtnt and 
immediately prospective production. 
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(5) Unless otherwise provided for in the contract, no use charge 
shall be allowed for assets still in use which have been fully depreciated on 
the contractor's books or acquired without cost. Use charges for assets 
not fully depreciated on the contraxlpr's books ajre unallowable. 

(g) Employee Morale, Health, and Welfare Costs and Credits. Reason- 
able costs of health and welfare activities, such as house publications, health 
or first-aid clinics, and employee counselling services, incurred, in accord- 
ance with the contractor's established practice or custom in the industry or 
area, for the improvement of working conditions, employer -employee rela- 
tions, employee morale, and employee performance, are allowable. Such 
costs shall be equitably allocated to all work of the contractor. Income 
generated from any of these activities shall be credited to the costs thereof 
unless such income has been irrevocably set over to employee welfare 
organizations . 

(h) Food Service Costs and Credits. Food services include operating 
or furnishing facilities for cafeterias, dining rooms, canteens, lunch wagons, 
vending machines, or similar types of services for the contractor's em- 
ployees at the contractor's facilities. Profits (except profits irrevocably 
set over to an employee welfare organization of the contractor in amounts 
reasonably useful for the benefit of the employees at the site or sites of 
contract performance) accruing to the contractor from the operation of 
these services, whether operated by the contractor or by a concessionaire, 
shall be treated as a credit, and allocated, to all - activities served. Reason- 
able losses from operation of such services are allowable when it is the 
policy of the contractor to operate such services at a profit or at cost; 
provided, however, that such losses are allocated to all activities served. 
When it is the policy of the contractor to furnish such services at a loss, 
losses on such operation shall not be allowed as a cost unless specifically 
provided for in the contract. 

(i) F ringe Benefits . Fringe benefits are allowances and services 
provided by the contractor to its employees as compensation in addition 
to regular wages and salaries. Costs of fringe benefits, such as pay for 
vacations, holidays, sick leave, military leave, and employee insurance, 
are allowable to the extent required by law, employer -employee agreement, 
or an established policy of the contractor which constitutes, in effect, an 
implied agreement on the contractor's part (but see (d) above, and (j)(3)(v), 
(q) and (x) below). 
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(j) Insurance and Indemnification. 



(1) Insurance includes (i) those types of insurance which the con- 
tractor is required to carry under the terms of the contract, or by specific 
instruction of an authorized representative of the Government, and (ii) any 
other insurance for which the contractor seeks reimbursement under the 
contract. Indemnification includes liabilities to third persons not compen- 
sated by insurance or otherwise. 

(2) Costs of insurance required or approved, and maintained, pursu- 
ant to the contract, are allowable. 

(3) - Costs of other insurance, not required to be submitted for 
approval but maintained by the contractor in connection with the performance 
of the contract, are allowable subject to the following limitations: 

(i) types and extent pf coverage shall be in accordance with 
sound business practice and the rates shall be reasonable 
under the circumstances; 

(ii) costs allowed for use and occupancy insurance shrill be 
limited to exclude coverage of profit, interest. Federal 
income taxes, and any other items of cost unallowable 
under this Part; 

(iii) costs of insurance or any reserve covering the risk of 
loss of or damage to Government-owned property are un- 
allowable except to the extent that the Government shall 
have approved or required such insurance or reserve; 

(iv) costs of providing a reserve for a self -insurance pro- 
gram are unallowable unless the program has been 
approved by the Military Department concerned; and 

(v) costs of insurance on the lives of officers, partners, or 
proprietors, are unallowable except where such insurance 
is part of an ennployee plan which is not unduly restricted. 
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(4) The Government is obligated to indemnify the contractor only 
to the extent expressly provided for in the contract. Therefore, except as 
otherwise expressly provided for in the contract, actual losses not reim- 
bursed by insurance (through an approved self -insurance program or other- 
wise) are unallowable. 

(k) Labor Relations Costs . Costs incurred in maintaining satisfactory 
relations between the contractor and its employees, including costs of shop 
stewards, labor management committees, employee publications, and other 
related activities are allowable. 

(1) Maintenance and Repair Costs, 

(1) Costs, necessary for the upkeep of property (including Govern- 
ment property unless otherwise provided for), which neither add to the 
permanent yalue of the property nor appreciably prolong its intended life, 
but keep it in an efficient operating condition, are allowable ^(b . it see AS'PR 
15-204. 3(d)). Expenditure s^for plant aud equipment which, according ic 
generally accepted accpuntiiig principles, should be capitalized and subjected 
to depreciation aire^^iiowalble only on a depreciation basis. 



(2) Costs of maintenance and repair which are delayed from a 
period prior to the contract, for some reason such as abnormal operating 
conditions or lack of funds, and are performed during the contract period 
are unallowable unless specifically provided for in the contract. Likewise, 
the estimated cost of maintenance and repair normally required but not 
accomplished during the period of the contract are unallowable unless 
specifically provided for in the contract. - . 

(m) Manufacturing and Production Engineering Costs. Costs of manu- 
facturing and production engineering, including engineering activities in 
connection with: 

(i) current manufacturing processes such as motion and time 
study, methods analysis, job analysis, and tool design and 
improvement; and 
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(ii) current production problems, such as materials analysis 

for production suitability and component design for purposes 
of simplifying production; 

are allowable. 

(n) Material Costs. 

(1) Costs of direct and indirect nnaterial, and collateral items such 
as inbound transportation and intransit insurance, are allowable, subject, 
however, to (2) through (6) below. In computing costs of material, considera- 
tion will be given to reasonable overruns, spoilage, and defective work. 

(2) Costs of material shall be suitably adjusted for applicable 
portions of income and other credits, including available trade discounts, 
refunds, rebates, allowance and pa sh discounts, and credits for scrap 

and salvage and material retiirnled to vendors.:; rSuch income and other credits 
shall either be credited direcily to cost of the material involved or be allocated 
(as credits) to indirect costs. However, where the contractor can demonstrate 
that failure to take cash discpuntts was due to circumstances beyond its con- 
trol, such lost discounts need not be so credited. 

(3) When material is purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof 
should be charged to that contract. 

(4) If material is issued from stock, any generally recognized 
method of pricing such material is acceptable if that method is consistently 
applied and the results obtained are equitable. 

(5) Reasonable charges or credits arising from a difference between 
periodic physical inventory quantities and related material control records 
shall be included in arriving at the cost of performance if such charges or 
credits (i) do not include write-downs" or * 'write-ups*' of value, and (ii) 
relate to the period of performance of the contract. 

(6) Costs of material or services sold or transferred between 
plants, divisions, or organizations, under common control, shall be allow- 
able only to the extent of the cost to the transferor, or the prices of other 
suppliers for the same or substantially similar items, whichever is lower; 
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provided that, in the case of any item regularly ncianufactured and sold by 
any such transferor through commercial channels, a departure from this 
cost basis is permissible if the charge to the contract does not exceed 
either (i) the transferor's sales price to its most favored customer for the 
same item in like quantity, or (ii) the prices of other suppliers for the same 
or substantially similar items. 

(o) Overtime, Extra-Pay Shift , and Multi-Shift Premiums, The 
premium portion of overtime, extra -pay shift, and multi-shift payments to 
direct labor employees shall be separately identified. Costs of such pre- 
miums on direct labor are allowable only to the extent expressly provided 
for in the contract or otherwise authorized by the Government and may be 
classified as either direct or indirect labor costs. When direct labor cost 
is the base for distribution of overhead, such premiums shall not be in- 
cluded in that base. When such premiums are charged as indirect costs, 
the amount allocated to Government contracts shall be equitable in rela- 
tion to (i) the amount of such premium costs allocated to non-Government 
work being concurrently performed in the contractor's plant and (ii) the 
factors which necessitate the incurrence of the costs. The premium portion 
of overtime, extra-pay shift, and multi-shift payments to indirect labor 
employees is allowable without prior approval, if reasonable, and if allocated 
on a pro rata basis to commercial as well as Government work. 

(p) Patent Costs . Costs of preparing disclosures, reports, and other 
documents required by the contract and of searching the art to the extent 
necessary to make such invention disclosures, are allowable. Upon the 
written authorization of the contracting officer, costs of preparing documents, 
and any other patent costs, in connection with the filing of a patent applica- 
tion by the Government, are allowable. (See also (v) and (w) below.) 

(q) Pension Plans , 

(1) A pension plan is a plan which is established and maintained 
by a contractor primarily to provide systematically for the payment of 
definitely determinable benefits to its employees over a period of years, 
usually for life, after retirement. Such a plan may include disability, with- 
drawal, insurance, or survivorship benefits incidental and directly related 
to the pension benefits. Such benefits, generally, are measured by, and 
based on, such factors as years of service and compensation received by 
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the employees. The determination of the amount of pension benefits and 
the contributions to provide such benefits are not dependent upon profits. 
Benefits are not definitely determinable if funds arising from forfeitures 
on termination of services or other reason may be used to provide increased 
benefits for the remaining participants instead of being used to reduce the 
amount of contributions by the employer. A plan designed to provide bene- 
fits for employees or their beneficiaries to be paid upon retirement or over 
a period of years after retirement shall be considered a pension plan if , 
under the plan, either the benefits payable to the employee or the required 
contributions by the contractor can be determined actuarially. (Retirement 
plans which are based on profit-sharing shall not be considered to be pension 
plans within this paragraph (q).) 

(2) Consideration, and approval or disapproval, of all pension plans 
and the method of determination of the costs thereof shall be the responsi- 
bility of the Department to which audit cognizance is assigned and subsequent 
action taken by that Department will, generally, be accepted by the other 
Departments. Such plans must meet the qualification requirements prescribed 
by Section 401 of the Internal Revenue Code of 1954 (P.L. 591, 83rd Gong., 

2d Sess., 68A Stat. 134). Prior 1:o approval of such plans by the cognizant 
Department, approval by Internal Revenue Service shall be obtained in the 
case of : 

(i) contractors who are subject to Federal income tax; and 

(ii) nonprofit or tax-exempt contractors who have submitted 
their plans for approval by Internal Revenue Service; 

however, approval of a plan by the Internal Revenue Service does not 
necessarily assure the allowance of the costs of such a plan by the Depart- 
ment concerned. In the case of all other plans, compliance with the qualifica- 
tion requirements of Section 401 of the Internal Revenue Code of 1954 shall 
be determined by the cognizant Department using, insofar as applicable, 
the regulations, criteria, and standards of the Internal Revenue Service. 

(3) To the extent pension plans are approved by the cognizant 
Military Department, costs thereof are allowable subject to the following 
conditions: 

(i) the requirements of ASPR 15-201.2 shall be satisfied; . 
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(ii) such costs, including excess contributions (see Section 
404(a) (i)(D) of the Internal Revenue Code of 1954), shall 
not exceed — 

(A) the amount claimed and deductible for Federal income 
tax purposes in the current taxable period; or 

(B) in the case of nonprofit or tax-exempt organizations, 
the amount which could have been claimed and deducted 
for Federal income tax purposes in the current taxable 
period had such organizations been subject to the pay- 
ment of income tax; 

(iii) in cases where the Internal Revenue Service withdraws 
approval of a plan, an appropriate adjustment of contract 
costs shall be made for contributions which previously 
have been allocated to and allowed as contract costs and 
which — 

(A) are disallowed for tax purposes; or 

(B) in the case of nonprofit or tax-exempt organizations, 
could have been disallowed for tax purposes had such 
organizations been subject to the payment of income 
tax; and 

(iv) in determining the net pension plan costs allocable to mili- 
tary contracts, and in addition to making appropriate ad- 
justments for credits or gains arising out of normal 
employee turnover , consideration shall be given, in accord- 
ance with (A) or (B) below, to possible future abnormal 
termination credits or gains which may arise with respect 
to individuals for whom pension plan costs have been or 
are being incurred by the contractor but whose employment 
will terminate before they acquire a vested right to the 
benefits under such plans — 

(A) when all such abnormal termination credits or gains 
are foreseeable and can be currently evaluated with 
reasonable accuracy, an equitable adjustment of current 
costs to give effect to such anticipated future credits 
or gains shall be nnade, either by reducing the current 
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costs otherwise allocable, or by obtaining realistic 
recognition in the actuary's calculation of current 
costs, so that the current costs do, in fact, reflect 
the reduction for the abnormal termination credits 
or gains which are anticipated; and such adjustment 
shall be reflected in the contract, in an amendment 
thereto, or in some other writing binding on the Govern- 
ment and the contractor; or 

(B) when such abnormal termination credits or gains, 
whether or not foxeseeable — 

(I) cannot be currentl'/ evaluated with reasonable 
accuracy; or 

(II) have not been the subject of adjustment under (A) 
above; 

pension plan costs incurred under the contract shall 
be subject to retrospective accounting and any neces- 
sary adjustment for such subsequent termination 
credits unless the Government and the contractor agree 
upon a naethod of determining such adjustment, or 
agree upon an equitable adjustment; any such agree- 
ment shall be reflected in the contract, in an amend- 
ment thereto, or in a separate agreement binding on 
the Government and the contractor. 

(4) The allowability of costs of lump sum purchases of annuities 
or of lump sum cash payments or periodic cash payments made to provide 
pension benefits for retiring or retired employees other than such costs in- 
curred under approved pension plans shall be subject to consideration on an 
individual case basis, 

(r) Plant Protection Costs . Costs of items such as wages, uniforms, 
and equipment of personnel engaged in plant protection; depreciation on 
plant protection capital assets; and necessary expenses to comply with 
military security requirements are allowable. 
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(s) Professional Service Costs Legal, Accounting, Engineering, and 
Other. 



(1) Costs of professional services rendered by the members of a 
particular profession who are not employees of the contractor are allowable, 
subject to (2) and (3) below, when reasonable in relation to the services 
rendered and when not contingent upon recovery of the costs from the Govern- 
ment (but see ASPR 15-204. 3(f)). 

(2) Factors to be considered in determining the allowability of 
costs in a particular case include: 

(i) the past pattern of such costs, particularly in the years 
prior to the award of Government contracts; 

(ii) the impact of Government contracts on the contractor's 
business; 

(iii) the nature and scope of managerial services expected of 
the contractor's own organization; and 

(iv) whether the proportion of Government work to the con- 
tractor's total business is such as to influence the con- 
tractor in favor of incurring the cost, particularly where 
the services rendered are not of a continuing nature and 
have little relationship to work under Government contracts. 

Retainer fees to be allowable must be reasonably supported by evidence of 
services rendered. 

(3) Costs of legal, accounting, and consulting services, and related 
costs, incurred in connection with organization and reorganization, defense 
of anti-trust suits, and the prosecution of claims against the Government, 
are unallowable. Costs of legal, accounting, and consulting services, and 
related costs, incurred in connection with patent infringement litigation, 
are unallowable unless otherwise provided for the contract. 

(t) Recruiting Costs , Costs of *'help wanted" advertising, operating 
costs of an employment office necessary to secure and nnaintain an adequate 
labor force, costs of operating an aptitude and educational testing program, 
travel costs of employees whileAengaged in recruiting personnel, and travel 
costs of applicants for interviews for prospective employment are 
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allowable. Where the contractor uses employment agencies, costs not in 
excess of standard comnriercial rates for such services are also allowable. 
Costs of special benefits or emoluments offered to prospective employees 
beyond the standard practices in the industry are unallowable. 

(u) Rental Costs (Including Sale and Leaseback of Facilities) . 

(1) Rental costs of land, buildings, and equipment and other personal 
property are allowable if the rates are reasonable in light of the type, life ' 
exp^ctancy^ condition ;.-^d lvalue of tE^ facilities leased^, options a vaiTable; 
and other provisions of the rental agreemeiit. 

{Z) Charges in the nature of rent between plants, divisions, or 
organizations under common control are unallowable except to the extent 
such charges do not exceed the normal costs of ownership, such as deprecia- 
tion, taxes, insurance, and maintenance; provided that no part of such coasts 
shall duplicate any other allowed costs. " 

(3) Unless otherwise specifically provided in the contract, rental i 
costs specified in sale and leaseback agreements, incurred by contractors 
through selling plant facilities to investment organizations, such as insurance 
companies, or to private investors, and concurrently leasing back the same 
facilities, are allowable only to the extent that such rentals do not exceed 
nornaal costs, such as depreciation, taxes, insurance, and maintenance, 
borne by the lessor, which would have been incurred had the contractor 
retained legal title to the facilities. 

(v) Research and Development Costs . 

(1) Research and development costs (sometimes referred to as 
general engineering costs) are divided into two major categories, for the 
purpose of contract costing: (i) general research, also referred to as 

basic research, fundamental research, pure research, and blue-sky research; 
and (ii) related research or development, also referred to as applied re- 
search, product research, and product line research. 

(2) General research is that type of research which is directed 
toward increase of knowledge in science, In such research, the primary 
aim of the investigator is a fuller knowledge or understanding of the subject 
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under study, rather than a practical application thereof. Costs of independent 
general research (that which is not sponsored by a contract, grant, or other 
ajrrangennent) are allowable to the extent specifically provided in the contract. 
^Generally, the contractor shall be required to disclose to the Government 
the purposes and results of such independent general research. In specifically 
providing for such costs, factors to be considered include: 

(i) scope, nature, and quality of the contractor's independent 
general research progrann; 

(ii) capability of the contractor in the particular research 
field; 

(iii) benefits which nriay accrue to the Governnnerit; 

(iv) comparison of size and cost of contractor's previous 
years' independent research programs; and 

(v) proportion of Government business to contractor's total 
business^/ 

(3) Related research is that type of research which ite directed 
toward practical application of science. Development is the systematic 

use of scientific knowledge directed toward the production of useful materials, 
devices, methods, or processes, exclusive of design, manufacturing, and 
production engineering (see (m) above). Costs of a contractor's independent 
related research and development (that which is not sponsored by a contract, 
grant, or other arrangement) are allowable under any cost-reimbursement 
type production contract; provided the research and development are re- 
lated to the contract product line and the costs are allocated to all produc- 
tion work of the contractor on the contract product line^; and provided 
further that the contractor discloses to the Government the purposes and 
results of the research and development/. Such costs are unallowable 
under cost-reimbursement type research and development contracts. 

(4) Independent research and development projects shall absorb 
their appropriate share of the indirect costs of the department where the 
work is performed. 

(5) Research and development costs (including amounts capitalized), 
regardless of their nature, which were incurred in accounting periods prior 
to the award of a particular contract, shall not be allocated to that contract 
unless allowable as precontract costs (see ASPR 15-204. 3(i)) , 
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(w) Royalties and Other Costs for Use of Patents, Royalties on a 
patent or invention, or amortization of the cost of acquiring a patent or 
invention or rights thereto, necessary for the proper perfornnance of the 
contract and applicable to contract products or processes, are allowable 
to the extent expressly set forth in the contract or otherwise authorized 
by the contracting officer; provided that where the Government has a 
license or the right to free use of the patent or invention such costs are 
unallowable; and provided further that where the patent has been adjudicated 
to be invalid such costs incurred thereafter are unallowable. 

(x) Severance Pay . 

(1) Severance pay, also commonly referred to as dismissal wages, 
is a payment in addition to regular salaries and wages, by contractors to 
workers whose employment is being terminated. Costs of severance pay 
are allowable only to the extent that, in each case, it is required by (i) law, 
(ii) employer-employee agreement, (iii) established policy that constitutes, 
in effect, an implied agreement on the contractor's part, or (iv) circum- 
stances of the particular employnaent. 

(2) Costs of severance payments are divided into two categories 
as follows: 

(i) actual normal turnover severance payments shall be 
allocated to all work performed in the contractor's 
plant; or, where the contractor provides for accrual 
of pay for normal severances such method will be 
acceptable if the amount of the accrual is reasonable 
in light of payments actually made for normal severances 
over a representative past period, and if amounts accrued 
are allocated to all work performed in the contractor's 
plant; and 

(ii) abnormal or mass severance payments actually made 
upon cessation of work when there is no reasonable 
prospect of continuing employment on other work of the 
contractor shall be assigned to the entire period of the 
employment of the terminated employees and equitably 
allocated to all work performed in the contractor's plant 
during that period. A reservation in the final release 
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may be made when it is reasonable to assume that severance 
pay allocable to the contract will be made in the future. 



(y) Special Tooling Costs. The term special tooling means property 
of such specialized nature that its use, without substantial modification or 
alteration, is limited to the production of the particular supplies or the 
performance of the particular services for which acquired or furnished. It 
includes, but is not limited to, jigs, dies, fixtures, molds, patterns, special 
taps, special gauges, and special test equipment. Costs of special tooling 
acquired for performance of the contract, are allowable and shall be charged 
directly thereto. 

(z) Taxes . 

(1) Taxes are charges levied by Federal, State, or local governments. 
They do not include fines and penalties except as otherwise provided herein. 

In general, taxes (including State and local income taxes) which the con- 
tractor is required to pay and which are paid or accrued in accordance with 
generally accepted accounting principles are allowable, except for: 

(i) Federal income and excess profits taxes; 

(ii) taxes in connection with financing, refinancing or refunding 
operations (see ASPR 15-204. 3(f)) ; 

(iii) taxes from which exemptions are available to the contractor 
directly or available to the contractor based on an exemp- 
tion afforded the Government except when the contracting 

. officer determines that the administrative burden incident 
to obtaining the exemption outweighs the corresponding 
benefits accruing to the Government; and 

(iv) special assessments on land which represent capital 
improvements. 

(2) Taxes otherwise allowable under (1) above, but which may be 
illegally or erroneously assessed, are allowable; provided that the con- 
tractor prior to payment of such taxes: 
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(i) promptly requests in^tructipns from the contracting officer 
concerning auch taxes; and 

(ii) takes all action directed by the contracting officer, including 
cooperation with and for the benefit of the Government, to 
(A) determine the le|[ality of such assessment or, (B) secure 
a refund of such taxes. 

Reasonable costs of any such proceeding instituted by the contractor at the 
direcjtipn of the contracting officer are allowable. Interest and penalties 
incurred by a contractor by reason of the nonpayment of any tax at the direc-^ 
tion of the contracting officer are also allowable. 

(3) Any refund of taxes, interest, or penalties, and any payment 
to the contractor of interest thereon, attribiitable to taxes, interest, or 
penalties which were allowed as contract costs, shall be credited or paid 
to the Government in the nnanner directed by the Government, 

(^a) Trade, Business, Technical, and Professional Activity Cogta . 

(1) Memberships. Costs of contractor's membership in trade, 
business, technical, and professional organizations are allowable. 

(2) Subscriptions . Costs of subscriptions to trade, business, 
professional, and technical periodicals are allowable. 

(3) Meetings and Conferences . Costs of meals, transportation, 
rental of facilities for meetings, and costs incidental thereto, when the 
primary purpose of the incurrence of such costs is the dissemination of 
technical information or the stimulation of production, are allowatble. 

(bb) Training Costs. Costs of preparing and itiaintaining a program 
of instruction designed to increase the overall effectiveness of (employees, 
including costs of the d irector of training and staff, training materials, 
and text bopks, and tuition and fees whVn part-time training is -conducted 
by educational institutions, are allowable when limited to on-the-job 
type training and when properly allocated. Costs of training in educa* 
tional institutions are unallowable, except to the extent specifically pro- 
vided for in the ^contract in Accordance with Departmental instructions. 
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(cc) Transportation Costs. Transportation costs include freight, express, 
cartage, and postage charges relating either to goods purchased, in process, 
or delivered. When such costs can readily be identified with the items involved, 
they may be direct costed as transportation costs or added to the cost of such 
items (see (n) above). Where ikientificaCLon with, the materials received can- 
not readily be made, inbound transportation costs may be charged to the ap- 
propriate indirect cost accounts if the contractor follows a consistent equitable 
procedure in this respect. Outbound freight, if reimbursable under the terms 
of the contract, should be treated as a direct cost. 

(dd) Travel Costs . 

(1) Travel costs include costs of transportation, lodging, subsistence, 
and incidental expenses, incurred by contractor personnel in a travel status 
while on official company business. 

(2) Travel costs incurred in the no.» mal course of overall ad- 
ministration of the business and applicable to the entire business are 
allowable. Such costs shall be equitabl allocated to all work of the con- 
tractor. 

(3) Subsistence and lodging, including tips or similar incidental 
costs, are allowable either on an actual or per diem basis. The basis 
selected shall be consistently followed. 

(4) Costs of personnel movement of a special or mass nature are 
allowable only when authorized or approved in writing by the contracting 
officer. 

(ee) General. 

(1) Such recurring costs as registry and transfer charges resulting 
from changes in ownership of securities issued by the contractor, cost of 
shareholders' meetings, proxy solicitations, preparation and publication 
of reports to shareholders, preparation and submission of required reports 
and forms to taxing and other regulatory bodies, and incidental costs of 
directors and committee meetings are allowable. Such costs shall be 
equitably allocated to all wo^rk of the contractor. 
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(2) Certain costs discussed in ASPR 15-204,3 are allowable if 
expressly provided for in the contract, or, in sonne cases, if approved in 
writing by the contracting officer. See for example: 

(i) ASPR 15-204.3(e); 

(ii) ASPR 15-204. 3(i); and 

(ili) ASPR 15-204.3(k). 

15-204.3 Unallowable Costs, 

(a) Bad Debts . Bad debts, including losses (whether actual or esti- 
mated) arising from uncollectible customers' accounts and other claims, 
related collection costs, and related legal costs are unallowable. 

(b) Contingency Re serve s > Contingency reserves, created and 
maintained to provide for events the occurrence of which cannot be foretold 
with certainty as to time, intensity, or even with an assurance of their 
happening, are unallowable. (For self -insurance programs see ASPR 15- 
204.2(j).) 

(c) Entertainment Costs . Costs of amusement, diversion, social 
activities, and incidental costs relating thereto, such as meals, lodging, 
rentals, transportation, and gratuities, are unallowable (but see ASPR 15- 
204.2(g), (i), and (aa)). 

(d) Excess Facility Costs . Costs of maintaining, repairing, and housing 
idle and excess contractor-owned facilities, except those reasonably neces- 
sary for current and immediately prospective production purposes, are 
unallowable. The costs of excess plant capacity reserved for defense mobili- 
zation production shall be the subject of a separate contract. 

(e) Fines and Penalties . Costs resulting from violations of, or 
failure of the contractor to comply with. Federal, State, and local laws 
and regulations are unallowable except when incurred as a result of 
compliance with specific provisions of the contract, or instructions in 
writing from the contracting officer. 
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(f) Interest and Other Financial Costs. Interest (however repre- 
sented), bond discounts, costs of financing and refinancing operations, legal 
and professional fees paid in connection with the preparation of a prospectus, 
costs of preparation and issuance of stock rights, and costs related thereto 
are unallowable except for interest assessed by State or local taxing au- 
thorities under the conditions set forth in ASPR 15-204. 2(z) (but see ASPR 
15-204. 2(ee)). 

(g) Losses on Other Contracts . An excess of costs over inconne 
under any other contract (including the contractor's contributed portion 
under cost-sharing contracts), whether such other contract is of a supply, 
research and development, or other nature?, is unallowable as a cost of 
performance of the Government contract. 

(h) Organization Costs, Expenditures, such as incorporation fees, 
attorneys fees, accountants fees, brokers fees, fees to promotors and organ 

izers^ in conne^tioii iviith. (ij organization or reorganization of a business, 
or (ii) raising k:ipital^ are unallowable (see (f) above)* 

(i) Precontract Costs. Precontract costs ^re those which are in- 
curred prior to the effective date of the contract and which would have 
been allowable thereunder if incurred after such date. Such costs are 
unallowable unless specifically set forth and identified in the contract. 
(See ASPR 15-lxx.) 

(j) Profits and Losses on Disposition of Plant, Equipment, or Other 
Capital Assets . Profits or losses of any nature arising from the sale or 
exchange of plant, equipment, or other capital assets, including sale or 
exchange or either short or long term investments, shall be excluded in 
computing contract costs (but see ASPR 15-204. 2(f)(2) as to basis for 
depreciation). 

(k) Reconversion Costs. Reconversion costs are those incurred in 
the restoration or rehabilitiation of the contractor's facilities to approxi^ 
mately the same physical arrangement and condition existing immediately 
prior to commencement of the military contract work and include the cost 
of removal of Government property. Reconversion costs are unallowable 
except that the cost of removing Government property and the restoration 
or rehabilitation costs caused by such removal are allowable if specifically 
provided for in the contract. 
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(1) General. 

(1) In addition, certain costs discussed in AS PR 15-204.2 are stated 
to be unallowable. See for example: 

(i) Advertising Costs, ASPR 15-204.2(a), last sentence; 

(ii) Depreciation. ASPR 15-204. 2(f)(4), and (5) last sentence; 

(iii) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR 15-204,2(s)(3), first sentence; 

(iv) Recruiting Costs, ASPR 15-204. 2(t), last sentence; 

(v) Royalties and Other Costs for Use of Patents, ASPR 15- 
204. 2(w), both provisos; and 

(vi) Tax<^s,- ASPR a5-204.i(z)(l)(i) throug.h (iv). ' ,^ 

(2) Certain Other costs discussed in ASPR 15-204.2 are unallowable 
unless expressly provided for in the contract, or, in some cases, if au- 
thorized or approved by the Government.. See for example: 

(i) Civil Defense Costs, ASPR 15-204. 2(c), last sentence; 

(U) Depreciation, ASPR 15-204. 2(f)(5), first sentence; 

(iii) Food S^rvici Co^ts and- Credits, ASPR 15 -204.2(h), 
last Sentence; . 

(iv) Insurance and Indemnification, ASPR 15-204. 2(j)(3)(iii) and 
(iv), and (4); 

(v) Maintenance and Repair Costs, ASPR 15-204. 2(l)(2); 

(vi) Overtime, Extra-Pay Shift, and Multi-Shift Premiums, 
ASPR 15-204. 2(o), second sentence; 

(vii) Patent Costs, ASPR 15-204, 2(p), second sentence; 



(viii) Professional Service Costs - Legal, Accounting, Engineering, 
and Other, ASPR 15-204.2(s)(3), last sentence; 

(ix) Rental Costs (Including Sale and Leaseback of Facilities), 
ASPR 15-204. 2(u)(3); 

(x) Royalties and Other Costs for Use of Patents, ASPR 15- 
204. 2(w); 

(xi) Special Tooling Costs. ASPR 15-204. Z(z)(2); 

(xii) Trainijig Costs, ASPR 15-204.2(bb), 
last sentence; and 

(xiii) Travel Costs, ASPR,l5-204,2{dd)(4). 
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^v'. ^.M^ .c^mmIU. SiJi:i,-i$-^s: ,1ft ii/i/55 

i.'?-200 SCOPE OF PART . This part sets forth principles and standards for ttie deter- 
fflinatibn and allowance of costs in ctmnection with cost-reimbtursement type contract - 
and cost-reimbursement type subcontracts thereunder for procurement of si5)plies, 
services, and research and development work with organisations having cowm»ciri 
type accounting systems* However, this part does ^lot apply to coatracts for facil- 
ities, ctmstruction and architect-engineer services related to construction. 
15»201 BASIC PaiNCIPLES AND STANDARDS . 

a. Congosition of Total Cost . The total cost of a cost-reimbursement type 
contract is the net sum of (i) the allowable direct costs, (ii) the properJy 
allocable portion of allowable indirect costs and (iii) applicable income and other 
credits. 

b. Factors Affecting Allowability of Costs . The factors to be considered 
in determining the allowability of costs include (i) reasonableness, (ii) applicatior. 
of generally accepted accounting principles and practices, (iii) significant devia- 
tions in the established practices of the contractor which substantiaUy increase 
the contract costs, and (iv) any limitations as to types or amounts of cost items 
set forth in this Part 2 of Section VI or otherwise included in the contract* 

c* Credits. ISie applicable portion of income and other credits, rebates, 
and allowances, received l?y or accruing to the contractor and which are i^elated to 
aiv allowed cost will be credited to the Government either as a reducticHX in coo-* 
tra^t cost or by a cash refuxui, as appr^pi^'^« 

Contractor's Accounting Syst«ii » The reqtiirements conceriaing record 
keeping and approval of the contractor's accounting procedures and practices are 
8^t forth in the "Records Clause" (See ASPR ?«2p3#7). . 

l$-202 DIRECT COSTS . Subject to thie provisions of paragraph 15-201, allow^le 
direct costs are those items of cost* «f aggregate thereof, which can be identified 
specifically with any objective, service, program or projept under the contaaet and 



are chargeable directly vneretOt ilajor items of cost reacoly identifiable with tl.e 
contract or idth other work of the contractor should be charged directly thereto^ 
This principle may often be applicable to such elements of expense as freight, 
travel, commimications, engineering services, etc*, as well as the normal items of 
' materials and productive labor# Howeverj when the contractor is engaged in mixed 
production, this principle must be applied consistently to the costing of both 
defense and non^defense products or services, in order to produce equitable res\iLts# 
When the accounting expense of direct costing of minor items would exceed the 
resulting benefits, individual items, otherwise allowable as direct costs, may be 
treated as indirect e:^nses# 

l$^202a DliiECT MATERIALS ^ The cost of direct matearials includes the cost of all 
items purchased, supplied, manufactured or fabricated, which enter directlj^ i/.t? 
the end product or which are used or consumed directly in coxmection with furnishing 
such product. Costs of reasonable overruns, spoilage, and defective work m£)y also 
be included (as to defective work, see paragraph 7-»203f5(c))* 

l5-202#2 DIRECT LABOR> The cost of direct labor includes salaries and wages speci-<- 
f ically identifiable with and proper3y chargeable directly to the performance of 
contract or other work of the contractor. Average rates may be used where it is 
demonstrated by the contractor that the results are equitable* Direct labor may 
also include other associated costs such as payroll taxes and workmen* s compensation 
insurance, where it is the established practice of the contractor to treat these 
items as a part of direct labor costs. 

15-202.3 OTHER DIRECT COSTS . Where other items of cost are charged directly to the 
contract consistent with paragraph 15-202 above, the contractor must demonstra^te 
that they are specifically related to the performance of the contract. When, how^ 
ever, items ordinarily chargeable as indirect costs are charged to a Govemraerit 
contract as direct costs, the cost of like items applicable to other work of the 
contractor must be eliminated frm indirect costs allocated to the contract f 
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15-203 DroiBECT COSTS > 

(a) Indirect costs are expenses which are incurred for cosnmon or joint ob- 
jectives, are acciiwulated for accounting purposes l^y departmental activity or other 
logical cost grouping and are charged to the contract and other work of the con- 
tractor ty a process of allocation. Each element thereof is subject to the limita- 
tions of this paarb as to allowability* 

(b) No specific rules can be stated as to the method of allocation of in- 
direct costs because the actual condition in each instance must be taken into accour. 
in determining the most suitable method or methods* The objective should be u .e 
selection of a method or methods which will distribute the indirect costs in a fair 
and equitable manner* The method used in connection with Government contracts must, 
in order to be acceptable, conform with generally accepted accounting practices, be 
applied consistently, and produce equitable results* Any significant change, such 
as in the nat\are of the business, extent of subcontracting, fixed asset improvement 
programs, the volme of sales, the volume of production, manufacturing processes^ 

or the products being produced, may reqxdre reconsideration of the methods previously 
in use to determine whether they continue to be equitable* Further discussion 
relative to allocation of the individual categozles of indirect costs will be found 
in the subparagraphs below* 

15-203*1 INDIRECT MANUFACTURING AKD PaODUCTION EKPENSES . Indirect manufacturing 
and producticai eoqpenses consist of costs which are incurred in the productive 
process as a whole and are not readily subject to treatment as direct costs in 
accordance with paragraph 15-202. Allocation of indirect manufacturing and produc- 
tion e^enses on a time basis, such as direct labor miah-hours or nachine-hours, is 
a method which generally produce? accuracpy and equity. Other acceptable bases, in 
appropriate circumstances, include direct labor dollars (exclusive of overtime 
premium), units processed and priioe costs of mips processed* The c<mt»otor may 
departmentalize or establish cost centers in c»:*der to distribute equitably the 



ijidirect costs. The factors to be considered in determining the extent of depart- 
mentalization or establishment of cost centers include variety of products, com- 
plexity of processes and relative labor and facility requirements for the various 
products • 

l5-203#2 DDIIIECT ENGINEERING EXPENSES # Indirect engineering expenses include 
engineering supervision, engineering administrative e:q>en6e, engineering general 
supplies, and other related expenses. These expenses arise; out of engineering 
activities which may include product design, tool desi©:i, experimental development, 
man\af acturing and production development, layout of production lines, determination 
of machine methods and related blueprinting and drafting. 

Indirect engineexAng expenses should be allocated to the benefited ':cw\v- 
ities, i.e., contract and other work of the contractor ( ^nclud^ns ^irrms^^ 
rnnnnrffh jrnjff^cti) on the basis of direct engineering man-houM esqpended, direct 




engineering labor dollars (ex«.ua(Cve or overtime^ premium), or other equitable ba£^:e. 
Direct costs of engineering activities should be charged directly to the benefited 
activities, i.e^f, contract and other work of the contractor in accordance with 
paragraph 15-202. 

15-203.3 SELLING AND DISTRIBUTION EXPENSES . The expenses in this group consist of 
items which represent the cost of marketing the contractor's products and include 
sales promotion, advertising, distribution costs and other related items. Generally, 
such expenses are not considered to be allowable as a charge to Qovemment cost- 
reimbursement type contracts for the reason that marketing, in the ordinary 
commercial sense, is not necessary for doing business with the Government. However, 
dependent upon a reasonable d^on^tration of benefits to Government contracts and 
subject to the other provisions of this part, thea^ may be an allocation to govein- 
neiTb work of those expenses in this category which consist of technical, consulting 
and such other beneficial services (including related si:^rvi8ion and clerical 
expenses) which are for purposes such as appllcatioi and adaptation of the 



extractor's products rather than pure selling* Such costs should first be alloeatec 
between the caitraetor*s commercial line and its Government contracts* The amount 
allocated to the latter should then be charged to the individual contracts on asQr 
equitable basis* Because of the special problems that arise in this area« it is 
usually desirable for the conteactor to id«itify in its records by means of sub- 
accounts or otherwise, the items of these e3q>en8es cmsidered properly allocable to 
Govemroent contracts* 

15-203. li GEN3SRAL AMD ADHIHISTHATIVE BCPEWSES 4 General and administrative expenses 
consist of costs incurred in the over-all management, supervision and conduct of 
the business* Any recognized method of allocating general and administrative ex- 
pense is acceptable provided equitable results are thereby obtained* Some of the 
factors that should receive consideration in determining whether the results are 
equitable are (i) the cost pattern of the Government contracts (that is, the per- 
centage of the total cost of the contract, exclusive of general and administrative 
expenses, represented by each of the several cost components thereof) in relation to 
the cost pattern for the plant or activity as a whole, and (ii) the ultimate objec- 
tive of distribution of these expenses in approximate ratio to the general and ad- 
ministrative effort involved in the two categories of work* In addition, considera- 
ti(Ki should be given to any significant variati<ms of inventories between accounting 
periods, variations in the ratio of contract inventory levels to all other inven- 
tory levels, and other relevant factors including tb^Be mientioned in para* l5-203(b)* 
15-203*5 BASE PERIOD FOR ALLOCATION OF INDIBECT EXPggES . The base period for 
allocatiw of indirect expeaaea shoulj^ ^ i ^i^^^i rtee^i^ of contract performance 
<g should be ropgooontative of that period * — Tho base p e riod should be sufficiently 
long to avoid inequities in the aUocation of costs^ ^i*/-^'^-'^'**'^^ 
I5-20U APPLICATIOWS OF BAi^C COST PRINCIPLES AMD SIAMDARDS TO SELECTED ITEtB OF COS! 
This paragraph states, in some deitail, applications of the basic cost princip^ies 
cr.d standards set forth in the preceding paragraphs of this part to certain selected 
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^tems of cost. The statements herein apply Irrespective of whether the particular 
Item of cost is treated by the contractor as direct cost or as indirect cost# 
Failure to mention any particular item of cost herein is not intended to imply 
that it is Bither allowable or unallowable • With respect to those items not speci- 
fically covered^ as veil as all the subparagraphs below^ determination as to allow- 
ability will be made in the light of the basic principles and standards herein and^ 
where appropriate^ the treatment of similar or related items in this Part« 
15^20U#1 ADVERTISINQ t Advertising expenses include the costs of advertising media 
and corollary administrative expenses. Advertising media include magazines^ - 
oapersj radio and television programs^ direct mail^ trade papers^ outdoor adver- 
tising^ dealer cards and window displays » conventions ^ and exhibits^ free goods 
and samplesj and sales literaturet 

a. The following advertising costs only are allowables 

(1) Advertising in trade and technical journals, provided such ad- 
vertising does not offer specific products or services for sale 
bat is placed in journals which are valuable for the dissemina- 
tion of technical information within the contractor* s industry* 

(2) Help wanted advertising, as set forth in paragraph 15«^20U«32# 
15-20U#2 BAD DEBTS . Bad debt expenses consist of losses (whether actual or 
estimated) arising from uncollectible custaners* accounts and other claims, and 
include related collection expenses and related legal expenses. These costs are 
unallowable. 

15-20U»3 BIDDING EXPENSE , Bidding expenses are the costs of preparing bid esti- 
mates on potential contracts or projects, including the development of engineering 
and cost data necessary to supposrt the contractor's price proposal or estimated 
cost of work performance. Bidding expenses of the current accoimting period of 
both successful and unsuccessful bids normally m21 be treated as indirect expenses 
and allocated currently to all business of the contractor, in which event no 
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bidding wqjenses of past accounting periods will be allocable in the current period 
to the Government contract. However, the contractor's established f^actioe nay be 
to treat bidding expenses by some other recognized method. Regardless of the 
method used, the results obtained may be accepted aai^ if found to be reasonable 

and equitable. 

l$-20i;.U CAFETaaiASi DINING ROOMS, AND OTHEa FOOD SEayiCBS « This class of ex- 
penses consists of cost, less revenue, of operating or furnishing facilities for 
cafeterias, dining rooms, canteens, lunch wagons, vending machines, or other types 
of services for contractors employees at the contractor's facilities. Profits 
accruing to the contractor from the operation of these services ^rtietber operated 
by the contractor or by a concessionaire, will be treated as a credit to costs of 
all production within the contractor's plant in which the services are furnished, 
except for services from which the profits are irrevocably set over to an employee 
welfare organization of the contractor in amounts reasonably useful for the 
benefit of the en«)loyees at the site or sites of contract perf omance. Reasonable 
losses of operation from such services are allowable when it is the poli^ of 
the contractor to operate such services at no loss or profit; provided, however, 
that any gains or losses from these services must be appropriately allocated to 
all activities benefited including Government contracts. When it is the p61i<qr 
of the contractor to furnish such services at a loss, losses on such operation 
will not be allowed as a cost, unless authorized by special contract provision. 
lS^20k»S CIVIL DEFENSE * Civil defense costs are those incurred in the pla nn i n g for 
and the protection of life and property against the possible effects of «aaiy attack. 
These costs are generally incurred pursuant to ixLans developed by local and state 
civil defense authorities. Examples of civil defense costs include cost in excesp 
of norroal plant protection expenses and may consist of first-aid training and 
supplies, fire fighting training and equipment, posting of additional exit notices 
and directions and other approved civil defense measures. Seasonable costs of civil 
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defense measures undertaken on the contractor's premises pursuant to suggestions or 

requirements of ci^ defense authorities are aUovable idien allocated to all work 

of the contractor* In the case of capital assets, acquired for civil defense 

purposes the costs thereof will he depreciated over a reas«iable number of years in 

conformity with generally accepted accounting principles. Except as specifically 

civil 

provided in the contract, contributiwis to local/defense funds or projects not ax 
the contractor's premises are unallowable* 

l5-20it.6 COMPENSATION FOR PERSOHAL SERVICES* (To be inserted later on this page 
and pages lS09$ l$10 and 1511)* 
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lS->20li#7 GOKTIKGEHCIES t tDxIs type of charge resiilts from the creatlcsn and main* 
tenance of reserves to provide for an event whose occurrence cannot be foretold 
tdth certainty as to time^ intensity or even an assurance of its happening* These 
costs are not allowable* (For self -insurance programs see paragraph 2S^20h•l$)^ 
1$-20U#8 CONTRIBUTIONS AND DONATIONS . Contributions and donations to established 
nonprofit charitable^ scientific and educational organisations are allowable pvo^ 
vided that such costs are reasonable and are properly allocated to all >rox4^i 

The propriety of the amount of particular contributims end donatinis and 
the aggregate thereof for each fiscal period must be Judged ordinarily in light of 
the pattern of past contributions particularly those made prior to the placing of 
Govexment contracts • The amount of each allowable contribution must be deductible 
for purposes of Federal income tax, but the deductibility of the contribution for 
income tax p\irposes does not in itself ju.stify its allotmbility as a contract cost* 
1$^20U*9 DEPRECIATION > 

a« Depreciation as described herein is a charge to current operations 
intended to distribute the cost of tangible capital assets j less estiiuated residual 
value J over their estimated useful life in a systematic azKl logical manner* It 
involves a process of aHocation, not of Valuation* Useful life has reference to 
the prospective period of ecmomic usefulness in the particular contractor's opera<» 
tions as distinguished from physical life. 

b« Depreciation on a contractor's plant, equipment and other capital 
facilities is an allowable element of contract cost, provided the amount thereof 
is based upon original acquisition cost* Depreciation will be accounted for tqr con* 
sistent application to the asset(s) concerned of any generally accepted accounting 
principles, including those reco3:iized by Section 16? of the Intexml Bevenue Code 
of 195U, and should usually be allocated to the contract and other work as an 
indirect cost* The amount of depreciation charged in any accounting period may 
vary with volume of production or use of nultishift operations, provided the method 



followed is consistent with oasic ob^ecti^es set forth la' suoparagraph a. abov». 

c. Charges for depreciation on idle or excess facilities will not be 
allowed except on such facilities as are reasonably necessary for standby purposes. 

d. Ihless otherwise provided in the contract, no use charge will be 
allowed for assets still in use which have been, in accordance with the contractor's 
consistent accounting pracUce, fully depreciated on the contractor's books of 
account. 

e. V/here the contractor has applied for, received, and accepted a deter- 
ndnation of "true depreciation- from an Emergency Facilities Board covering an 
emergency facility acquired under a certificate of necessity, the amounts so deter- 
nlned for -true depreciation- over the emergency period ($ years) will be recognised 
la Ueu of normal depredation. After the explraUon of the emergency period for 
the faciUty concerned where a detendnation of -true depreciation- has been made, 
the remaining undepreciated portion of the cost of such facility wiU be depreei- 
ated over its remaining useful Ufe and will baJheonJy amount rccffinised as 
allowable cost, subject to paragraph iS-aoli^^T^-TKTeontractor msy elect to use 
normal depreciation rather than the -true depreciation- as determined by the 
Bnergency Facilities Board. However, the method chosen after such determination 

of -true depreciation" must be followed consistently throughout the life of the 
emergency facility. 

i^^OkiiS EmcgEE MOflAL E. HEALTH AND WELPABE , Included In this oat«goiy are ex- 
penses of health and welfare activities Incurred for the laprovement of working 
conditions and the Improvement of employer-employee relations, employee morale, and 
empl<»yee performance. Examples of these activities are house pubUcattons, health 
or first-aid clinics, and employee counselling sendees. These costs are allowable 
when Incurred in accordance with the contractor's established practice or custom In 
the Industry or area and are reasonable and equitably allocated to all classes of 
work perfonned In the contractor's plant. Income generated fiwn ai^y of these 
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activities will be credit . the costs thereof unless ch^L^^ JIncoine has been 
irrevocably set over to en^ployee welfare organizations* 

l$^20li^ll EOTERTAINMENT EXFElil5E > This item inclvides the cost of aimisement^ diver- 
sion, social activities and incidental costs relating thereto, such as meals , lodg- 
ing, rentals, transportation and gratuities* These costs are unallowable* 
15^2014*12 EXCESS FACILITIES * This item includes the cost of maintaining and hotis- 
ing idle and excess facilities, except those reasonably necessary for standby 
purposes* These costs are jmia^owab The costs of additional plant capacity re- 
served for defense production shall be the subject of a separate contract* 
15--20U»13 FINES Alfl) PENMTIES * Included in this item are those costs restilting 
from violations of, or failure of the contractor to comply with, local, state and 
Federal laws and regulations* These expenses are not allowable except when incurred 
as a result of compliance with specific provisions of the contract or instructions 
in writing from the contracting officer; 

lg-20li#lU FRIMSE BEMEFITS * Fringe benefits are allowances and services provided 
by the contractor to its enq^loyees as compensation in addition to regular wages 
and salaries* 

a* The determination as to the allowability of the cost of pension and 
retirement plans, profit sharing and other bonuses, and severance pay will be in 

accordance with sub-paragraphs 15-20U»26, l5-20l*6 and 15-^20U*37 respectively* 

b* The cost of other fringe benefits such as pay for vacations, holidays, 
sick leave, military leave and enqdloyee insurance (but see subparagraph 20U«l5a) is 
allowable to the extent required by law, eir^loyer^dmployee agreement, or established 
policy of the contractor that constitutes, in effect, an ixrqpilicit agreement on the 
contractor's partt 

l$-20Ua$ INSURANCE AND INDEIiNIFICATION * 

Ihcli^edju^ej^^this iX^^^^f^""^ thosetype^of insuran^^ the 
contractor is requir^d^^ carryjiiider the terms Qf>Ciie contrac^^^-lSr by spe^^ic 
inat^uctioiLji>#''we contxa^^ officer xsitA^ authoriae^^''^^re8enta:Ur^ and 
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fSaa iddtb S« not aadiOr iMtodatod. 

Htm i Mi c t t lea tf tot QtwiMa^ to tnifaHtr tot ttottiator idU 
bt cnotttbit flfiSgr to tot actoBi «[QM3gr wf^iM to tot aoatoati (For 
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(2) any other insurance for which the contractor seeks reimbursement under the con* 
tract. The kiai^ of insurance ordinarily included in the>f irst category are set 

out in A§Pft XO-501. 

Costs^xSi: Government required insurance are lOlowable vithin t-r^ 
01 p as t|/the extent of /Coverage and premium rates approved by th^ i^ 
Costs of othp/insurance, ejebept that applicable Opvemment-owned prbperty, are 
allowable'provided (1) i>Jie insurance has been/6pproved by the military departJoent 

y ■/ 

fifsub&ttMi. or (2) in .4aiie absence of such ^roval requirement, the types of coverage, 
bnt of covepsjgfe, and rates are re^nable under the citcumstanees.. Costs allqwed 
for use and o^Wancy insurance,/*»owever, will in principle be limited so as to 

y • . ■ ^ y 




expen^' unallowable undepe'^^this part* 

/ c# The ^^^ts of insurance , of ary reserve covering the risk of loss of cr 
dainage to Qoverral^t-oimed property'are not allowable excfept to the extent that the 
Government may have required ttte contractor to car^y such insurance* 

d. Provision f^v losses under a seutf insurance program ax-f^ allowabl« 
prodded the program^j^ been approved by >tie Militaiy Departme^its concerned, 
t^ual losses suf:b^ined under such a ^If-insurance prpip^ are not allowable. 

e» ''The costs of insurance on the lives of officers, partners or propri- 
etors, ^^ot allowable exce^ where such in8)»?ance is part of an eaiployee plan 
yihlt^ta not unduly res'^oted* 

f . Iiosaes resulting frtp'^failure to insure J^*^rough self insu^^e or 
otherwise) are/lfot allowable uriiess approved lyJibi'Departanent conce 

'g. Cost of ipdemnif ication wil^/lw allowable aOy to^e extent ex- 
pressly provided f or/in the contract* 

1$-20U.16 INTEREST AMD OTHER FINAMCIAL.BCPBNSES . This item includes interest 
(however represented), bond discount and expenses, and the cost of financing and 
refinancing operations as well 9a legal «pd professional fees paid in connection 



exclude cj*^erage of profit, >^re8t, f edfral lafcome taxes, and any otb^ items of 



«r<t 
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vith the pr»i»raUott of * prospectus, eost «f preparel^|j and Issuanee of stock 
rights and expenses reUted.thereto. (See also 15«20|^K 
aUoKabie except for interest assessed lur State or looj||ta3dng authoriUes under 
the conditions set forth in subparaigraph 1$*20U*39* ^o^e* 

XS«20U;17 LABOR BEUTIOMS , This item covers eaqjenses incurred in naintaining satis* 
factory relations between the contractor and his einploQ^asf* It includes the eost 
of shop stewards, labor management committees, ««4oye?.PWbllcattww and other 
related activities. Costs incurred for thase purposes are allowM*. 
lS*20Ua6 LOSSES CM OTHER COWmCTS . This itam covers «n(jr exeess of costs over 

sts>ply, research and development or othe/ nature* Costs of this natu» are not 
allowable as a cost of performanee of the QoveRnent ftontraet* 

1$.20U.19 MAINTEMAMCE AND REPAIRS . 

a* This item includes those costs necessary far the upkeep of property 

ethexvise 

(including Government proper^ unless/provided for) whiph meither adds to the per- 
manent value of the property nor ^preciably prolongs ||| intended life but keeps 
it in an efficient operating condition. These costs ^ iUowablei aq>enditures 
for plant and equipment which, according te generally accounting prlnci- 

plea, should be capitaUted and subjected te d^recia^fii wiU be allowable only 
on a deprectatton basis. Cost of maintenance and repaifs of excess facilities auA 
of idle facilities (other than reasonable standby facilities) are not allowable. 

b. Deferred maintenance is defined as maintenance and repairs which .or 
some reason such as tfxjormal operating condiUcns or lack of funds, is delayed to 
a future period. The cost of maintenance snd repairs iddfih has been deferred from 
a period prior to the contract is mot aUowable unless specifically provided for 
in the contract. Likewise, the estimated cost of mai n| |p n ce and repairs normally 
required but not accomplished during the period of the contract will not be allowed 
as a cost unless speoifipaUy provided for in the contract. 
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^5->20U>20 MAMUFACTDRING AND PB(H)UCTIQW ENQIMEERINQ a Manufacturing and producUon 
engineering includes the cost of engineering activities in connection with (1) 
current manufacturing processes such as motion and time stud|y, methods analysis^ 
job analysis 9 and tool design and improvement and (2) current production problems ^ 
such as materials analysis for production suitability and conqponent design for 
purposes of simplifying production* These costs are alloiiable« 
35-20li>21 MATERIALS AND SUPPLIES ^ 

a* This item includes the net costs of such items as raw matexlalsi 
parts^ sub-assemblieSf ccnqponents^ and manufacturing supplies^ whether purchased 
outside or manufactured l:^^ the contractor^ and may include such collateral items 
as inbound transportation and intransit insurance. In conqputing materials costs 
consideration will be given to reasonable overruns^ spoilage^ or defective work 
(as to defective work, see paragraph 7-203«5(c))* These costs are allowable sub- 
ject, however, to the provisions of subparagraphs b# through f# below* 

b« Costs of materials and supplies shall be suitably adjusted for 
applicable portions of income and other credits* Such income and other credits 
include trade discounts, refunds, rebates and allowances j cash discounts available, 
credits for scrap and salvage and materials returned to vendors # Such discounts, 
rebates, allowances and credits, may be applied directly to the charges for 
materials involved or may be apportioned through csredits to indirect costs* How- 
ever^ where the contractor can demonstrate that failure to take cash discounts was 
due to circumstances beyond his control, such lost discounts will be allowed* 

c* Mlhen materia].rt are purchased specifically for and identifiable 
solely with performance under a contract, the actual purchase cost thereof should 
be charged to the contract* 

d* If materials are issued from ^tock> any generally recognized method 
of pricing such materials will be acceptable, provided the method is consistently 
applied and the results obtained are eq>xitable* Wlmre ma t exlalu hi qt o cle at th e. 



e CTBnpinofwn n nt Anto nf th e Qontr a ct havo a provable replaouiiunit cust ' Blgalfi e aiit lar 

highegu Ahan book^n nt.j t.hft fnntyart.nr ^ hm (Ifi/ v nimrmnt mptjr^ h f/r rn nt mrt nrnvifllon, 
ftgrr r \i p Q n th e i i nn o f n T i intiho i l ii F h i li l i iij ImiiuhI uimw Mm P(ih mil i m nT U iii t i i fit r riil i ft 
-as ^f th e - date of Hi m i niil P ni'l | Vw i l u nl in exr ftffR nf rftrlscmwt ""f* ^1^*^" * 
S uoh agiu u iiieftt olAugld it t clude idmililie&tion OJ lUu typ^g kiiMir i <> r i ii at e rlala - 
iR To l tr ed mid eliuuld be made at the Ulme the dontgoot io entor e d ijita aud piuvidod 

e# Reasonable charges arising from difference between periodic phi^rsical 
invent ozy quantities and re3Lated material control recox^ viU be included in 
arriving at the cost of materials ^ provided that such charges (1) do not include 
^Hfrite«-down8*' of values ^ and (2) relate to the period of performance of the con- 
tracts All credits arising from differences between periodic pl^^sical inventory 
quantities and related material control records shall be taken into account* 

f • Ordinarily sales or transfers of materials, services and supplies 
between plants, divisions, or organizations, under a common control, shall be stated 
on the basis of cost to the transferor* In the case of any item regularly manu- 
factured and sold by any such transferor through cobnercial channels a departure 
from this cost basis is permissible, provided that the price charged to the cm- 
tract does not exceed the lower of (1) the transferor's sales price to its most 
favored customer for the seme item in like quantity, or (2) the prices of other 
suppliers for the same or substantially similar items # 

1$-20U#22 0HQ6NIZATI0N EXPENSES » IMs item consists of eiqpenditures in cmnection 
with organization or reorganization of^ai businiess# Bxamples of such costs are iiw 
corporatim fee, attorneys f ee,^f ees tkf promoters and organiMTs and eosts of 
raising capital* These costs lure toiallowable* (See paragraph 15-20U#16)* 
15-20U*23 OTHER BUSINESS EgPEMSES # Included in this item are such recurring ex-> 
penses as registry and transfw charges resulting f rpm changes in ownership of 
securities issued by the contractor, cost of shareholders* meetings, proxy 
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^olicitatioM, preparation and publication of reports to shareholders, preparation 
and suboissian of required reports and forms to taxing and other regulatoxy bodies 
and incidental costs of directors and conadttee meetings* The ti>ove and similar 
costs are allowable when allocated on an equitable basis to all classes of work, 
l5-20U»2li PyERTIME, EXTRA PAY SHIFT AND MDLTI-SHIFT PREMTOMS^ 



\ 



xjxs overtimee 

either direct or lndirect.l^;<:c^^ 

of suoh premlumo should be separately identified, 
TJhea direot labor eost is the base If or distribution 
of overhead, suoh premiuias ishall n|t be included 
herein* Cost of suoh premiums on direot labor are 
allowable only to the extent expressly provided for 
in the oontraot or otherwise authorised by the 
Government* Cost of suoh premiums for indirect labor 
is allowable without prior approval , if reasonable^ 
and the oost is allocated on a pro rata basis to cob* 
mercial as well as Government work* See ASPR 18-102 
for further information eoneerning the policy regarding 
suoh authorisation* The amount of such premium cost 
charged on Government contracts shaTTTiai equitable in 
relation to the amount of such premium costs charged 
on noziF-Govemment work being concurrently performed 
in the Contractor's plant and the factors which neces<* 
sitate the incurrence of the cost*** 




^he «t IB ol-.dsr ta mah, toWntloli di'.olomires. tod Sf'SrepSliut 
aiiowonio. Iha oosts .of., preparlh^ »s«lmmt>«id'6tKjf''£aijirB 



fee^'dost' 



f ? and, development work is treated in 15-204,34. 
iSee ...alio -Paragrai*,.. 16-86^^6^ W:^^'' 



"xo conwaut "piTiuuvvo w ir*^ 



ceases is allovable* 



required by the contract 



sparing disclosures and otter reports as 

^signment and other papers in ccnnsotion 




with the filing 



Qovernmenti and any expenses 
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uiialluOTfelo tinloog a thewiae pr o vldad in th e contrgotr ^ — ^ha coat of lUjimai ' oh aHd 
^A^wihopmn ^ * worlf Tafiriing to pat a nta i a tpaated in aubpapoeygph lS " aoU»3U4 
lS-gOU>26 PENSIOH PLANS . 

a# A panalon plan aa uaad herain ia a plan which ia aatabliahed and 
maintainad by a contractor primarUly to provide ^yatamatically for the payront of 
definiteSy detenninaiae benef ita to hia employeaa over a period of yeara^ uaually 
for life, after retirement. Such a plan may include diaability, vithdraval, in«> 
aurance or survivorahip benefits incidental and direct3y related to ^e penaion 
benefits. Such benefits generally are meaaured by, and based on, such f actora aa 
years of service and compmsation received by the employees# The determination of 
the amount of pension benefits and the contributions to provide such benefits are 
not dependent upon prof ita. Benefits are not definitely detemiinable if funds 
arising from forfeitures on termination of services or other reasm may be used to 
provide increased benef ita for the remaining participanta instead of being used to 
reduce the amount of contributions by the employer. A plan designed to provide 
benefits for employees or their beneficiaries to be paid upon retirement or over a 
period of years after retirement will be considered a pension plan, if , under the 
plan, either the benefits payable to the eiqplcyee or the required contributions 
by the contractor can be determined actuarially. (Retirement plana which are baaed 
on profit^aharing shall be subject to paragraph l5«-20li.6e)« 

bt Pension plans which are aubject to the approval of the Internal 
Revenue Service must have been so approved prior to consideration by the Hilitaxy 
: Department! hoHever, approval of the plan by the Internal Revenue Service doea not 
neceaaarily assure the allowance of the costs of such plan by the KLlltazy Depart* 
ment. Consideration of a plan and the method of detennination of cost thereof will 
be the reaponaibillty of the Department to which audit epgniaance i« aasigned and 
the subsequent action taken l^" that Department will generally be accepted by the 
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other Pepartments. Vfhere pension and retirement plans of non-profit or other tax 
exempt organizations are not required to be reviewed and approved by the Internal 
, Revenue Seirvice, it will be the responsibility of the Department to which audit 
cognizance is assigned to give consideration to the acceptability of such plans. 

c. The costs of a pmsLon plan approved by the Militaxy Department con- 
cerned, to the extent such costs are claimed and deductible for income tax purposes 
(or are determined to be reasonable in the case (^ non-profit or tax exenpt organi- 
zati<ms), are allowable except as otherwise determined unallowable under this 
paragraph. Such costs may include excess rnntiihg^^n^^^if^igrU^^ to the 
extent such contributions are claimed and allowed fc^tax purposes in tee current 
taxable period. In cases where the Internal Revenue Service withdraws approval of 
a plan, an apiaropriate adjustment of contract cost will be made for contributions 
disallowed for tax purposes which previously had been allocated to and allowed as 
contract costs* 

d. In determining the net costs allocable to military contracts, con- 
sideration will be given to the possibility of future abnormal termination credits 
or gains and the effect such credits or gains would have upon current costs. These 
termination credits or gains will arise with respect to individuals for whom current 
costs are being incurred by the contractor but whose eiQ>lo^ent will terminate 
before they acquire a vested right to the benefits purchased or funded by current 
costs. When such credits or gains are foreseeable and their worth can be evaluated 
with reasonable accuracy, an equitable adjustment of current costs to give effect 
to the anticipated future credits or gains will be made. Such equitable adjustment 
can be accomplished either by discounting the current costs otherwise allocable or 
by obtaining realistic recognition in the actuary's calculation of current costs 

so that the current costs do, in fact, reflect tee discount for the abnormal ter- 
mination credits or gains which are anticipated. However, most often such abnormal 
credits or gains, if foreseeable at all, are not susceptible of being evaluated at 
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the time of contracting because neither the timing wxc the severity of the termina- 
tion actions will be kncnai« Under these cirounstanceSj the Government's interest 
in such abnormal credits or ga^ wiU be preserved for retrospective evaluation 
. and accounting. If a contractor has but one or relatively few Government eontracte, 
an appropriate contractual provision may be used to preserve the Government's in- 
terest «^ provide f * » ^ retrospective &co&tin^, 3h ^her cises, where a co&. 
tractor is not limited to one or few Government contracts or there is reasonable 
probability he will receive follow-on contracts, a separate eoatractuca "side" 
agreement will be negotiated having application to all pension costs aUowed under 
contracts with the particular contractor and provide for an accounting of abnormal 
credits or gains, as that term is defined in the agreement, arising by reason of a 
cutback or cessation of Government contract woxic. 

e* The allowability of costs of lump sum purchases of annuities or of 
lump sum casH payments^made to ^provide pension benefits for retiring or retired 
anq>loyees other than incurred under approved pension plans will be subject to 
consideration on an individual ease basis* 

1$-20U.27 PLANT PROTECTION BCPEMSES . This item includes the cost of wages, uni- 
forms and equii»Bent of personnel engaged in plant protection, supplies, depreciation 
on plant protecticm capital assets., and necessary espenses to conply with military 
security requirements. These costs are allowable* 

15-20U.26 PRECONTRACT COSTS . Precontract costs are those which are incurred prior 
to the effective date of the cont*raet and which would have been allowaU.e thereunder 
if incurred after such date. Such costs will not be allowed unless specifically 
set forth in the c-ftnt.T'af^t. ■■■ ■i ■■■■ y i m *■ ■ T 'a riffrt nf t imo nn w rll n n ta t mr 

gtypS~a nd amount o f mwh tf Sl>t»» 

1$-20U»29 PROFESSIONAL SERVICES LHIAL. ACCGqNTINQ» ENGINEERING AND OTHER . 

a. This item includes the cost of professimaal services rendered by 
l^e members of the particular profession separately engaged* • These costs generally 



are allowable when reasonable in relation to the services nndered and are not 
contingent upon recovezy of the costs from the Qovemment* 

b# Factors to be considered (among others) in determining the allawa^ 
bility of costs in a particular case ares (I) past pattern of such oostsj partic-^ 
ularly in the years prior to the award of Qovemment contractsj (2) the impact of 
Oovemment contracts on the contractor's business; (3) the nature and scope t>f 
managerial senrices escpected of the contractor's oun organisatLonj and (h) whether 
or not the proportion of Qovemment work to ^e contractor's total business Is 
such as to influence the contractor in favor of incurring the costj particularly 
where the services rendered aare not of a continuing nature and have little rela* 
tionship to woiic under Government contracts^ Retainer fees to be allowable juist 

be reasonably oipported evidence of services rendered. 

Th^ opsts of liagal, aodouhting.^^e^ 
: and related expenses iriourredtijiVbpnied'^^ and 
I ^^*>^gapl2ttttoni 4ef erise^ prosecution I 

. \ ' of oteiims ; against oosts of I 

• l^gali eCQcountiiig 6nd:cpnstllti^' se^ | 

incurred in -^ooimeotidn with patent infringement litigation are 
unallowable pw;vided ii /tW c^^^ . 

l$-20li.30 PROFIIS AM) LOSSES ON DISPOSITION OF PIANTb EQOlPMEtJT OR OTHER CAPITAL 
A3SETS # Included herein are gains or losses of any nature arising from the sale or 
exchange of planti equipment^ or other capital assetsi including sale or exchange 
of either short or long tern investments • Profits or losses on sale or. exchange 
of capital assets, including investments! will be excluded in computing ccntnct 
costs # 

1$^20U#31 RECONyERSION EXPENSES ^ Reconversion expenses are those incurred in the 
restoration of the contractor's facilities to approxlnatiily the same pktysical 
arrangement and condition existing immediately prior to commencemmt of the ndli* 
tary contract work and include the cost of removal of Qovernment proper^* iiacon- 
version expenses are not allowable except that the cost of ramoving QovmamA 
property and the restoration costs caused by such removal are alloi/able if specif id- 
eally provided for in the contract* 



1$^20U>52 RECRPITINQ EgEMSE > This item ineludas the eosta of "help wanted** adver- 
tising and the operating coats of an enplognnent office neeeaaary to aecure and 
maintain an adequate laboir^f orce# It, f)yther includes the costs of operating an 
ridijnnti-loiiFil and aptitud^ testing program^ travel eoqpenaes of emplcgreea while engaged 
in recruiting personnel, and travel expenses of applicants for Interviews for pro-* 
spective employment* These costs are allowable* Where the contractor uses private 
employment agenciesj costs not in excess of etandard commercial rates for such 
services are also allowable* Costa of special benefits or emoluments offered to 
prospective emplqy^ees beyond the standard practices in the industxy are not allowable* 
1S-*20U#33 RENTALS OF PUNT AND EQUIPMENT *. (Including sale and leaseback of faciU«- 
ties*) This item incl\xdes esq^enses for (1) use of land^ buildings^ and equipment 
or other personal property i and (2) rental BX^wmw under sale and lease-back 
agreements incuxred by contractors through sale of plant facilities to investment 

> 

organizations (such as insurance companies) or to private investors and concurrently 
leasing back the same facilities* 

a* Rentals of plant and equipment under (1) above are allowable if the 
rates are reasonable in light of the type^ condition and value of the facilities 
leasedj options available and other provisiona^ of t he rer^tal agreement* ^ 

v^* Rentals apTOified^lii aale and lease^back agreements under (2) above 
are allowable only to the extent that such rentals do not exceednormal costs (such 
as depreciation^^ taxea, insurance and maintenance expenses)^ which would have been 
incurred had the contractor retained legal title to the facilities* 
1$^20U*3U RESEARCH AND DEVELOPMENT ♦ Research and development eacpenses (sometimes 
referred to as general engineering expenses) for the purposo of contract costing 
are divided into two major cat€!gori.esi nnielyi ^ 

a* teneral research^ also referred to as basic . research, fundamental 
research, pure research and blue*sky research* . 



b. Related reeeai^h or developmenti also referred to as api>lied research, 
product research and produot line research* 



\ 



General research is that type tS researoh vhioh 
is directed towards increase of knowledge in eoience/ It 
is research where the primary aiin of the investigator is 
a fuller knowledge or understanding of the Subject under 
Btuify, rather than a practical application laxereof. The 
cost of Independent General Researoh (that i*ioh is not 
sponsored by a oontract or grant or jjther arrangement) 
shall be allowed to the extent specif ioally provided in 
the contract* 

itfent dutSh oo$;bB are 

(B) CSenerallyt the ocmtraotor ehall be required 
to disolose to the OoTerninent the purposes and reeulte 
of such independent general research* 



\ 



la .sjfioialij^n 'proyidini fsu^ 
to the f o^o^ng f aotpT^^^ 



itSbn- shall be given 



ai" Scope/ nature 8uid,ciualiitf^"^ - 
^ /''general 'f\ ^z" * 
^bi The dapabilily of the^^^ iia the ipartiouiar ^researoh ' 

field* 

o. Benefits wl^ich may acowe t^ - 

' ci* Cippkri^^^^ of . si 20 .jBOid^ .of .oon f:B pMYio^^ fyee^^ • 

'-[[' '[ ^asetooh • programs*; .-v^.* i-. v i,;-^ v ; ^rir^r^'u f - - * ' "i' /. " " 

y m The* proportion i)f ;:tjie j^yeramenlb i^ittsiiaMf oontraotor ' s 
, ;^t6tal■;ib)JWi»fiM•^•< 7 v-':.:;v-"^":. .^v.- -P^- ^-Z:.. -^o--^-'^ . 




development (that which is not spcmsored a Contract or grant or 

^c^^mmM^ may^ if alXoeated on the baeia of all productionj be 
allowed ae a cost under any cost type production contract if tho research ie t*e« 
lated to the contract product or product line. No portion of such research will be 
allowable under cost^type research and developmmt contracts* 

c. Independent research projeeto will absorb their appropriate share of 
the indirect eq^ensee of the department where the nsterch work is pevfon«sd# 

■ J^PA1=^l^i«d)v regard 

■^^co«nting'^Itt^-lfrtbi*-«o'^:*^ isi^ia^ilar• 
.i5meeai4dao!>tabU %*^ -p^^^ 



. This Item covers amounts paid or payable for, .the right to use 
' patents^ or imrentl^^ HKd^B^ 80^1 a patent or • 

.omrention. U n&o^n^'tor^^ p^rf orii^e of "the con- / 

tract and twhere tMtf^«b*B^nnirfn^ license / 

or other right to use such a patent or invention, the royalties, ' 
amortisation of the cost of purchased patents or other purchased 
patent rights applicable to contract products or processes are 
•U«i^£ to th% extant WMptuiilJfnffiM tor eX—ub WB Ht u m 
eontraeTor otliarwlaa ntlioHstd bgr the Motraeting offGwT 
CbttigM for the m of prtenta^ i«iftrt %ht OovaniMnt has a y ^ 

Ilieanee or the right to free usa of tha patant are uaallonbla* U^^<^ 
tSiargaa for tha uaa of patanta idiarO a jpatant haa baan adjudl- ^ ^ 
eatad to ba invali d ara maUonabla unlaaa ^tharaiaa provldad I 
in tha mntraat^ ^ (WfB» : Thia frotlaioa,^ «^ by | 

tha ASPR Goanlttaa, mm ahaagad ftrom the nannar In which It ia / 
offi/\ ahom In tha ainutaa of ^ 5 Dae. 1955 aaatiag (ihi^ 4itt corract) 
to tha form ahown abova* } 

vicing tha product inatallationi and trainin/Saraonnal in the uaa^ naintananca and 
operation of tha products Such costs are allowable^ 

l5^20U<i37 SEffEtlANCE PA3C > Saveranca pay^ also conmonly referred to as dismissal 
wages J is a paymmt in addition to regular salaries and vagas^ by contractors to 
workers whose employment is being tenoinated* 

The cost of severance pay ia allowable only to the extmt thati in each 
casei it is required by (1) law^ (2) aBployer-emplcyee agraamentSf (3) estahliahed 
poll<7 that constitutesi in effect i an implicit agreement on the contractor's part> 
or (U) the circumstances of the particular «sployment« 

For contract costing purposes severance pay ia divided into two cate- 
gories as follows: 

a* Monnal Turnover Severance Pay # The cost of aeveranee payments ia 
allowable and must be allocated to all olassea of work being perfoxmed in the 
contractor's plant at the time of payments However^ where the contractor provides 
for accrual of pay for normal severances such method will be acceptable if the 
amount of the accrual is reasonable in light of payments actually made for normal 
severances over a representative past period* 

b* Mass Severance Pay # The cost of abnoxmal or mass severance pagr 
actually made upon cessation of work when there is no reasonable prospect of 
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oontimilng employment on other vork of the oontraetor is allowable. The amount 
allowable shall be determined bgr assigning the total oost of actual mass severance 
payments to the entire period of employment vith the contractor and equitably appor-^ 
tioning such cost to all business of the contractor performed during that period. 

A reservation in the final release of claims (See ASFR 7^203.U) msj be 
tiade in the case of conqpleted cost-reimbursement type contracts when it is reason- 
able to assume that severance pay allocable to the contract will be made in the 

lg-20U.38 SPECIAL TOOLIWQ . The term "special toolini'^ans property such 
specialised nature that its use^ without substantial modification or' alteration, is 
limited to the production of the particular supplies or to the performance of the 
particular services for which acquired or furnished. It includes^ but is not 
limited to, Jigs, dies, fixtures, molds, patterns, special taps, special gauges, 
and special test equipment. The cost of special tooling, when acquired for and 
its usefulness is limited to government contracts, is allowable and will be charged 
directly to the government contracts* When such special tooling is acquired it 
^hall be subject to the provisions of the contract dause set forth in ASFB 13-503 
entitled, **Govemmeht Property**. 

lg-20li.39 ZMXS* Taxes are charges levied by a government unit. They do not in- 
clude fines and penalties except as otherwise provided herein. 

a. In general, taxes (including state and local income taxes) which the 
coiiftractor is required to pay and which are paid or accrued in accordance with 
generally accepted accounting principles are allowable, except for (1) Federal 
income and excess profits taxesj (2) taxes in oonnecUon with financing, refinancing 
or refunding operations (see paragraph 15-20U.16)} (3) taxes from which exe[q>tions 
are available to the contractor directly or available to the contractor based on 
'an exemption afforded the Qovemment; and (U) special assessments en land irtiioh 

represent capital improvements. ^ 

4* emefA ^Amui the eoatraetiog 
effieer deiermlnss iliat tte 
administrative burdw incident 
to obtaining the exemptiom 
outweighs the eorrespondii« 
benefits aecmine to the 
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b« Taxes othexvls^ allowable under a» abpvei but which may be illegally 
or erroneously assessed may be allowed as a cost of woxk performed^ provided that 
the contractor, prior to payment of such taxes, (1) promptly requests instructions 
from the contracting officer concerning such taxes; (2) agrees to con^ly with such 
instructions} and (3) if so directed by the contracting officer also agrees to take 
all necessary action in cooperation with and for the benefit of the Qovemment, to 
determine the legality of such assessment or, as the case may be, to secure a refun 
of such taxes and any interest of penalties thereon* Interest and penalties incurr 
lay a contractor by reason of the nonpayment of any tax at the direction of the con- 
tracting officer, shall be allowable as a cost» Seasonable expenses of axxy pro- 
ceeding instituted tay the contractor at the direction of the contracting officer 
to detezmine the legality of sttch an assessment or to secure a refund of such 
taxes, interest or penalties for the benefit of the Government, shall also be 
allowable as costs* 

c« Any refund of taxes, penalties or interest thereon shall be credited 
to contract costs in the proportion in which contract costs absorbed the costs of 
taxes, interest or penalties* If at the time the refund is received by the con- 
tractor, no defense contracts are being perf omed, the amount otherwise to be 
credited to contract costs shall be paid ddlrectly to the Qovemment* 
I5-20U0UO TRADEs BUSINESS, TECHWICAIi AMD PROFESSIONAL ACTIVITIES . 

a# Memberships * This Xtm includes costs of membership in trade, busi** 
ness, technical and professional organisations and such costs are allowable* 

b* Subscriptions * This item includes the cost of 8\i>scripticns to 
trade, business, professional, or technical periodicals* Such costs are allowable* 

c* Meetings and Conferences * Ssq^enses representing the purchase of 
meals, transportation, rental of facilities for meetings, and costs incidental 
thereto, when the primaxy puxpose of the incurrence of such eaqpenses is the dis- 
semination of technical inf omatim the etiimilation of production, are allowable* 
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iS'-zok.ia mmiHa EgPESSES . 

a* This item includes the costs of preparing and maintaining a program 
of instruction designed to increase the over-all effectiveness of employees • In* 
eluded are the costs of the director of training and staff, training materials 
and text books vhea the training program is controlled togr the contractor, and tui- 
tion, fees I training materials and text books when the training is in educational 
institutions # 

h. Such costs which are limited to on the job training are allowable 
when properly allocated* 

0. Costs of training in educational institutions are not allowable, 
except. to the extent specifically provided in the contract* 

1$-20U»U2 TRANSPORTATION EXPENSES > Transportation expenses include the cost of 
freight, esqpress, cartage and postage relating either to goods purchased, in 
process, or delivered* 

When such costs can readily be identified with the items involved, they 
may be direct costed or added to the cost of such items* (See paragraph 15«-20U«21) 
Where identification with the materials received cannot readily be made, inbound 
transportation expense may be charged to the appropriate indirect e3g>ense accounts, 
provided the contractor follows a consistmt procedure^ in this »spect* Outbound 
freight, if reimbursable under the texms of the contract, should be treated as 
direct charges* 

iS^^iii^ TRAVEL EXPENSES * This incltides costs of transportation, lodging, sub^ 
sistence and incidental esqpenses incurred by contractor personnti. in a travel 
status while on official company business* 

a* Travel expenses Incurred in the normal course of over<*all adminis*^ 
tration of the business and applicable to the entire business aire allowable when 
properly allocated* 
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b# Travel esqpezises directly attributable to contract performance nagr 
be charged to the contract in accordance with the principle of direct costing* 

c« Subsistence azKl lodging including tips or similar incidental ex- 
penses may be reimbursed either on an actual or per diem basis* The basis selected 
should be consistently f oUoired* 

d. Entertaiziment expenses are not alloifable« 

e« Costs of personnel movement of a special or mass nature are allots- 
able only when authorized or approved in writing by the Contracting Officer/ 



